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Obsolescence 
By L. L. THwING 


There is an interesting discussion in the minutes of the hearings 
before the Couzens committee which has been investigating the 
income-tax unit. This discussion is between L. C. Manson, 
counsel for the committee, and A. W. Gregg, then special assistant 
to the secretary of the treasury. It involves the measure and 
spread of obsolescence. While it is reasonable to assume that 
the position of these men is that of a prosecuting attorney and 
counsel for the defense, respectively, this is not necessarily un- 
favorable to a thorough airing of the subject. The abstract 
nature of obsolescence is a topic that may be discussed with- 
out serious differences of opinion, but a statement of a specific 
problem involving the amount and spread of obsolescence is likely 
to provoke discussion. The case from which I propose to quote 
is no exception. After such quotations and explanations as seem 
pertinent it will be possible to select from this material the parts 
which appear to be most informative. 

The case under consideration is that of a taxpayer who pur- 
chased an old blast furnace in 1912. This was operated until 
July, 1920, when it was shut down, abandoned and finally sold as 
scrap. The taxpayer’s claim for obsolescence is cost less deprecia- 
tion and salvage value. Claim was made and allowed that such 
loss as obsolescence should be spread over the years 1918, 1919 
and half of 1920. Mr. Manson does not attack the amount of 
the allowance, but only the spread. 

Mr. Manson says that the case is exactly parallel with the well 
known case of the great lakes freighters, in which it was decided 
by the solicitor that the obsolescence which accrued prior to 
January 1, 1918, might not be deducted in tax returns for 1918 
and subsequent years. (Cumulative bulletin No. 5, page 148.) 
It was agreed by both Mr. Manson and Mr. Gregg that there 
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has been no marked advance in blast-furnace improvement 
since at least as long ago as 1900. Even improvement prior to 
that time was rather in the increasing size of the furnaces than in 
any change of methods. Mr. Manson said that obsolescence is 
intended to cover that loss which is due to the development of 
the art but not to cover any loss caused by the fact that the owner, 
for any reason, no longer has any use for the property. ‘Suppose 
that we have need for 500 kilowatts of power. We put in a 500- 
kilowatt generator. Two or three years later we need more 
power. This 500-kilowatt generator is not obsolete, but the 
growth of our demand for power is such that if we abandon it 
and put in a larger generator we will save money. Now while 
that particular piece of machinery can not be said to be obsolete, 
it is obsolete from the standpoint of the taxpayer. . . . In the case 
of the blast furnace a 150-ton furnace was not economical for any- 
one under the conditions. In the case of the 500-kilowatt genera- 
tor, a 500-kilowatt generator may be more economical for a cer- 
tain taxpayer’s use than a larger generator would be. That 
depends on his demands. The difference is this: If, regardless 
of a taxpayer’s demands, a piece of equipment becomes obsolete, 
then this obsolescence is due to changes in the art and not to the 
taxpayer’s situation. This is the case with reference to boats. 
. . » The development of shipping on the great lakes was such 
that the man with the 10,000-ton boat could put out of business 
the fellow with the 5,000-ton boat. The same is true in the 
production of iron. The man with the 150-ton furnace can not 
compete with the man who has a 500-ton furnace. . . . My point 
is that if there is a change made in the art which produces a facil- 
ity under which more profits can be made than can be made by 
the use of a then existing facility, the old facility becomes ob- 
solete.’’ Mr. Manson then argues that as 500-ton furnaces were 
developed about 1895, obsolescence on 150-ton furnaces began 
at that time. Consequently any allowable obsolescence should 
be spread proportionately over the years 1895 to 1920. As 1918 
was the first year in which obsolescence was officially recognized, 
only that part which accrued in 1918, 1919 and half of 1920 could 
be deducted, and that only in the year in which it accrued. 
This would mean a deduction of 1/25th of the net loss for 1918 
and 1919 and 1/50th for 1920. 

Senator King, who had just come into the room, then asked: 
‘*Take the case of ships. . . . You might say that sailing vessels 
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are obsolete, measured by this standard that you have been 

applying here?” 

Mr. Manson: “ Yes.” 

SENATOR Kino: ‘‘And yet sailing vessels serve a very useful 
purpose today. They are operated far more economically per ton 
carried, in some instances, than are other vessels . . . and yet by 
the standard that you have accepted, they would be obsolete.” 

Mr. Gregg agreed absolutely with Mr. Manson’s definition of 
obsolescence, as illustrated by his analogy. He then stated his 
understanding of the question as follows: ‘ . . . thatit isa proper 
allowance for obsolescence if it becomes apparent at a given time 
that a given piece of property will, at the end of a specified period, 
be no longer useful to this particular taxpayer in his business, 
either because of the changes or the progress of the art, or because 
the growth or change in his business makes it useless to him.’’ 
Mr. Manson would not agree with this definition. 

It is not necessary to quote further from Mr. Gregg as he has 
stated his position very clearly in the above sentence. Mr. 
Manson’s position, being indicated principally by analogy and 
precedent, is not as clear except in the matter of spread. If we 
neglect the apparent inconsistency in his major contention intro- 
duced by his statement ‘‘it is obsolete from the standpoint of the 
taxpayer,” his position might be stated as follows: 

(1) That obsolescence is a general condition that affects equally 
all in the same industry, and that changes in the art and not 
specific economic conditions should be the measure of 
obsolescence. 

(2) That the spread of obsolescence is from the time an article 
first begins to become obsolete until its abandonment, and 
this apparently without regard to any changes in ownership 
during that period. 

(3) That any obsolescence which accrued prior to January 1, 
1918, can not be deducted after that date. 

It is not the purpose of this article directly to support or attack 
the position of either of these gentlemen; but rather to discuss 
the points which their presentation has developed. Any differ- 
ences in their opinions were discussed before the committee and 
may be read in the report previously cited... The major points at 
issue seem to be as follows: 

(1) Is the measure of obsolescence ‘technical or economic? 

(2) Is obsolescence fundamentally general or specific? 
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(3) How is the spread to be determined? 

It will probably be granted that the original and most common 
thought related to obsolescence is improvement in the art. Just 
what is meant by improvement in the art? From a strictly 
technical point of view it might be any device that produces a 
better article or one that may be made from cheaper materials or 
with less labor. And this is irrespective of the cost of the device, 
the demand for the improved article or the condition of the labor 
market. An engineer or a chemist may develop a new mechanical 
movement or a hitherto unconsidered chemical reaction, which 
may be hailed by his professional brethren as a notable addition 
to the science or art. These may be termed strictly technical 
achievements of pure science, and before they can be made of any 
practical value to mankind they must be adapted to a specific 
application and use in some industry. A mechanical improve- 
ment must be applicable to some specific art and even then, unless 
the inventor can show a lower cost per unit, all factors of cost 
being considered, and unless the sales department can find a 
market for the improved product, this new device will not cause 
obsolescence to accrue in all other similar devices because of its 
technical superiority. Whenever a manufacturer considers the 
replacement of possibly obsolete machinery his interest focuses 
on the relative profits which may be made. Will the new machine 
save money in the old market or make more money in new mar- 
kets? There can be no reasonable doubt that in practice the test 
of obsolescence is relative costs or profits. These are economic 
considerations. 

If, however, we concede the truth of this, it does not follow that 
all economic considerations have equal weight in measuring 
obsolescence. Mr. Manson states that obsolescence does not 
“‘cover any loss due to the fact that the owner decides that he no 
longer has any use for the property.”’ Mr. Gregg’s definition 
states that a facility becomes obsolete if it is no longer useful to its 
owner on account of ‘‘changes in his business.’’ It is, however, 
evident that if a manufacturer loses his market his machinery 
does not become obsolete because he can not sell his product. 
Gun-barrel boring machinery did not suddenly become obsolete 
with the close of the war in 1918. Such machinery presumably 
is now as efficient as any other but there is less market for its 
product. Nor could this situation have been improved even if 
better gun-boring machines had been available at the close of the 
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war. On the other hand the equipment of certain firms produc- 
ing chemicals during the war did become obsolete at its termina- 
tion or shortly afterward, because Germany was able to produce 
these chemicals cheaper than we were at that time. 

The answer to the first question is, therefore, that the ultimate 
measure of obsolescence is economic but it entails only that part 
of economics which applies to relative costs and profits. The 
details of the improvements in the arts may be stated in technical 
terms but the final word will be in dollars and cents. 

If this is accepted it follows that obsolescence is specific. That 
is, every man’s economic problems are peculiar to himself. They 
may not differ substantially from his neighbor’s but they are like 
to differ from those of a competitor in a different geographic situa- 
tion. Southern cotton mills, for example, as compared with New 
England mills, enjoy a lower labor rate, longer hours of labor and 
freedom from labor troubles. Where labor is relatively high, 
labor-saving devices are at a premium, and, conversely, where 
labor is cheap new machines must show a greater saving of labor 
to justify their acquisition. A 1900 model carding machine is 
therefore more obsolete in New England than it is in the south. 
It is evident that for a given increase in overhead due to increased 
investment, etc., the labor cost per unit must be cut down to a 
certain point before the latter will even balance the former. 
Labor costs must be cut still further if any improvement in costs 
is to be shown. It is evident that these factors are specific and 
peculiar to each factory. This does not mean, however, that the 
owner of a facility should have the last word on the obsolescence 
of his own machinery. Many conditions that are entirely foreign 
to obsolescence affect the balance-sheet. The fact that a partic- 
ular plant in a prosperous industry is making no money may 
suggest, but it is no proof of, the existence of obsolescence. 

The case of the 500-kilowatt generator is a typical instance of 
inadequacy and represents a type of obsolescence that does not 
depend on improvements in the art. It is my belief that inade- 
quacy in size is the only cause of obsolescence under this heading. 
If a facility is not suitable because of the nature of its production, 
this is not inadequacy. If the public demand for square clothes- 
pins puts round clothes-pins off the market, machines for making 
them are not inadequate. Neither are they obsolete. It is a 
case similar to that of the gun-barrel boring machines previously 
mentioned. 
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In the case of the generator, the cost of producing 1,000 kilo- 
watts in two units is too great, compared with the cost as pro- 
duced with a 1,000-kilowait unit. If this were not so, the owner 
could buy another 500-kilowatt unit and the first 500-kilowatt 
unit would not be inadequate. It will be noted that the deter- 
mining factor here isthe relative cost of production and not any 
lack of market for the product. 

The foregoing discussion is all of a qualitative nature. This 
is comparatively simple as compared with questions of spread 
which involve the point at which obsolescence begins, the rate at 
which it proceeds and the point at which it stops. And these 
must be put down in definite figures and not in pages of words. 
The question of the amount of obsolescence is simple, as it in- 
volves only cost, depreciation and sale or salvage value. The 
question of termination is also simple, as it may be assumed that 
obsolescence ends when the facility is discarded. 

On the other hand, the question of spread is a function of so 
many incommensurable variables that it can not be discussed 
with any finality. One of the most important questions is the 
point at which obsolescence begins. Does the conception of the 
idea that is later developed into an improved machine or does the 
issue of a patent and the demonstration of the practicability of 
the idea mark the beginning? Does obsolescence begin when such 
machines are first put on sale? None of these theories is accurate. 
It can not be said that these are anything more than increasingly 
strong suggestions that older machines may become obsolete. 
Today there are many thousands of improvements in the arts 
that are dormant. They may be suppressed by the owners of 
the patents to avoid competition with their own machinery. 
Even after machines are on the market, it is often a decade before 
they are in general use. This was the case with threshing ma- 
chines. Just where does obsolescence become more than a trace 
or a warning? It is when the manufacturer begins to feel the 
competition of superior machines. Given one hundred separate 
companies of nearly equal size in the same industry, the purchase 
and use of such machines by one of them does not diminish the 
profits of the other ninety-nine. It does disclose profits that they 
might make, but it has taken nothing away from them. They 
can continue to pay dividends as before. However, it may be 
contended with reason that obsolescence begins at this point. 
If these new facilities are of equal value in all plants this position 
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is strengthened. But how can we know this? In truth, it is 
a safe assumption that they will not be of equal value in all 
plants. Experience only will demonstrate this. The single user 
of the new machines may know the net cash return attributable 
to their use but he will not publish this information for the benefit 
of the other ninety-nine. The greater number of constituents of 
the industry are in some doubt regarding the value of the new 
machines to them individually. It seems reasonable, therefore, 
to assert that even if obsolescence begins at this point, it has not 
seriously affected anyone, and until a majority of the ninety-nine 
begins to feel the competition of superior facilities, there is no 
serious accrual of obsolescence. It is my belief that practically 
obsolescence begins when the manufacturer begins to suffer loss 
of profits due to competition with facilities that can produce more 
cheaply than his own. It begins when his net earnings are re- 
duced by this cause. It does not begin when there is a strong 
possibility that he might increase them by installing new ma- 
chinery. 

For example there has been on the market for some time an 
improved textile machine. There is no question that in certain 
mills it isan improvement. However, it is an expensive unit and 
in some mills seems to do no more than break even as compared 
with established methods. The only test of the universality of 
application of any device is experience, and this is a slow indicator. 
Consequently the textile industry as a whole is not feeling the 
competition of this machine. Perhaps it never will. Until 
there is such assurance it can not be definitely stated that compet- 
ing machines are obsolete. If a new machine prevails until most 
mills have discarded their old machines, then, and then only, 
can we say that the old machines are obsolete. And even 
then there will be certain localities in which they are not 
obsolete. 

In the case under discussion, Mr. Manson claimed that obsoles- 
cence should be spread from the date on which 150-ton blast fur- 
naces first began to be obsolete in 1890. It is not possible within 
the limits of this article to discuss the phrase “first began to be 
obsolete”’ with relation to the progress of the art. It will be 
assumed that this is the time at which the advantages of larger 
furnaces were first demonstrated. It can not be denied that Mr. 
Manson had ample justification in precedent for this stand. 
However, it is presumably true that it was ten or fifteen years 
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later than 1890 before the smaller furnaces began to feel the 
competition of the larger units. If we concede that obsolescence 
began in 1890, it certainly accumulated very slowly until some 
considerable part of the country’s pig iron was smelted in larger 
furnaces. It was claimed that obsolescence should be spread 
uniformly from 1890 to 1920, notwithstanding the fact that the 
furnace was sold to the taxpayer in 1912. In any case involving 
the resale of a depreciable asset, the sale price may be presumed 
to reflect any loss of value due to wear and tear, obsolescence and 
current cost of a new facility. The purchaser was acquiring a 
partly obsolete asset and may be presumed to have limited the 
amount of his offer in accordance with the extent of this. There- 
fore there would seem to be no justification for a spread greater 
than from 1912 to 1920. Whatever obsolescence accrued from 
the time the furnace was built until 1912 would be written off on 
the books of the original owners. If it is assumed that after 1912 
obsolescence was uniform over the life of the furnace, there is no 
reason why more than 2$/8ths of any demonstrable loss should 
be deducted in 1918, 1919 and 1920, as obsolescence had no offi- 
cial status until 1918. 

Any pertinent discussion of the spread of obsolescence in the 
instant case is impossible as full details are not to be found in the 
published report. We do not know the reasons advanced by 
the taxpayer for a spread over the years 1918, 1919 and 1920. 
For purposes of discussion it might be assumed that the furnace 
was purchased in 1912 at a low price. The year 1912 was a boom 
year. If, except in 1913 and 1914, the furnace averaged an 
earned dividend of 6 per cent. each year until 1918, it is conceiv- 
able that the owner might then have realized that after the war 
the cost of repairs, renewals and improvements would be such 
that the furnace could not operate at a profit. Until that time, 
due to the high war-time price of pig iron, the furnace could oper- 
ate at a profit even with a heavy maintenance charge. That is, 
by patching and piecing, the furnace could be kept under blast 
but it would be evident that the furnace must soon be shut down 
unless extensive repairs and improvements were made. If the 
above conditions are assumed and also my definition of the point 
of inception of obsolescence, the taxpayer’s contention will be 
sustained. If the furnace operated at a normal profit until a 
certain time, at which it became evident that after a definite date 
it could not continue to do so, then obsolescence began at the 
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time when this was realized. In this case it was at the end of the 
war in 1918. It is therefore logical to declare that the furnace 
began to be obsolete in 1918. As it was abandoned in 1920, the 
spread would be from 1918 to 1920. It is believed that under the 
stated conditions Regulations 65 contain nothing incompatible 
with this. This spread would not apparently be permissible 
under Regulations 45 or 62. 

Theories work best under ideal conditions. It may be theo- 
retically correct to admit that obsolescence begins when a new 
machine is shown to be a money saver. But if obsolescence is 
computed concurrently with depreciation by the straight-line 
method, it must be assumed that the owner’s loss is the same 
during the first years as it is during the last. This, however, is 
not likely to be true. The loss at first is so slight that it can not 
be noticed and during the last years of use it is so great that it 
compels attention. The phrase “improvements in the art” has 
no quantitative significance. The administration of any plan, 
method or theory demands definite quantities. Engineering 
data in terms of quantities per unit of time are only a part of the 
story. The entire story will be found on the manufacturer’s 
books if it can be read. It is at least conceivable that an analysis 
of these books would show what part of loss of earnings is due to 
obsolete equipment. This would be a measure of the degree or 
amount of obsolescence. Such an analysis would not be accurate 
but it could be made more nearly so each year. There is much 
to be said for any method that admits of refinements and im- 
provements. The arbitrary straight-line method admits of no 
such improvements within itself. Simplicity is its only virtue. 
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Accountancy in Japan 
By YosHIO WATANABE 


In Japan there is an organization of professional accountants, 
named Shadan Hojin Nippon Kwaikeishi Kwai (Japanese 
Society of Public Accountants). There are other accountants in 
the country who are not members of the society, but their number 
can not be ascertained. 

It was in May, 1921, that the society was first formed, but it 
was merely a private body at that time. However, the society 
was incorporated in November, 1922, in accordance with mimpo— 
a civil law. The number of members was nineteen at the time 
of incorporation, but subsequently the society made slow 
but steady progress and it is reported that there were thirty- 
three members on December 31, 1925. I do not hesitate to 
mention such a small number of members, because it is quite 
natural that a society of this kind should have a limited number 
of members at its beginning. 

The chief objects of the society are: 


1. To standardize the profession of accountancy in Japan. 

2. To express opinions as to the promulgation, amendment, 
and improvement of laws, in so far as they concern ac- 
countants and accounts, and to put such views into 
practice. 

3. To educate junior accountants. 

4. To make investigation and research respecting the theory 
and practice of accounting. 

5. To hold lectures and discussions. 

6. To issue reports of the society. 


Those who desire to be members must pass an examination in 
accordance with the examination rules and must also have had 
certain practical experience. 

There are two examinations—preliminary and final. At the 
preliminary examination, candidates are examined in the follow- 
ing subjects: composition, mathematics, English, bookkeeping 
and accounts, commerce, law and economics. 

The candidates who have passed the preliminary examination 
may take the final one, which consists of the following subjects: 
bookkeeping, accounting, commerce, commercial arithmetic, 
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economics, law—mimpo (civil law), commercial law, bankruptcy 
law, code of civil procedure, commercial administration law, tax 
law and international private law. 

Subject to the approval of the qualification committee, the 
whole or a part of the preliminary examination may be omitted 
in the case of persons who have one of the following qualifications: 
(1) graduation from a high-school giving a four years’ course, or 
its equivalent; (2) graduation from a class “‘A’’ commercial school 
or its equivalent; (3) possession of a certificate of an examination 
of a standard equivalent to (1) or (2); (4) graduation from any 
school of a standard equivalent to (1) or (2). 

Subject to the approval of the qualification committee, the 
whole or a part of the final examination may be omitted in the 
case of persons who have one of the following qualifications: 
graduation from a commercial school, economics school, or law 
school, established under the university ordinance; graduation 
from a higher commercial school, established under the pro- 
fessional-school ordinance; graduation from any other school 
equivalent to either of these; experience as professor of accounting, 
commerce, economics or law in the above schools. 

A person who has one of the following qualifications will fulfill 
the requirements of the society with respect to practical expe- 
rience, subject to the approval of the qualification committee: 
experience as a clerk to a member of the society for not less than 
two consecutive years; not less than three years’ experience as an 
accountant in the accounting department of a corporation men- 
tioned below, or in government offices; (a) a commercial concern 
which has a capital of 500,000 yen or more, computed by the 
method mentioned in the business tax law, or (b) a non- 
commercial corporation, the annual receipts or payments of which 
amount to 150,000 yen or more. 

The following persons may also be deemed to have the neces- 
sary qualifications, subject to the approval of the qualification 
committee: a person who has been in continuous public practice 
for three years or more; a person who has been a clerk to a rec- 
ognized accountant for three or more consecutive years; a person 
who has himself carried on a commercial business for five or 
more consecutive years; a person who has been an accountant for 
three years or more in a firm which has: (a) a capital of 100,000 
yen or more, or (b) sales amounting to 1,000,000 yen or more a 
year, or (c) contracts amounting to 1,000,000 yen or more a year; 
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a person who has been a professor in a higher commercial school, 
established under the professionai-school ordinance, or any other 
similar school, for five years or more; a person who has been a 
professor in the commercial school, economics school, or law 
school, established under the university ordinance, for three years 
or more; a person who has been~an auditor or accountant in a 
government office for three years or more. 

Applicants are admitted as members according to the regula- 
tions explained above. However, it is the fundamental principle 
of our society to limit its membership to accountants in practice 
and clerks to members of our society in practice. So if an 
applicant is approved by the qualification committee and desires 
to become a member, he must either commence practice himself 
or be employed by a practising member of our society. If any 
member desires to retire from public practice in order to com- 
mence a commercial business or to be employed by some other 
person or corporation, his determination must be approved by 
a resolution passed at a general meeting of members. If it is not 
approved, he must either leave the society or remain in public 
practice. 

The society is governed by an executive committee of five 
members. The president and vice-president are elected from 
among them. The society has three other committees: qualifica- 
tion committee, examination committee, and accountants’ bill 
committee. The qualification committee not only determines 
whether or not applicants for membership shall be granted 
exemption from examination, but also determines whether or 
not they are proper persons to be admitted as members. Even 
the applicants who have passed the examinations must be ap- 
proved by the same committee. All examinations are supervised 
by the examination committee. The accountants’ bill com- 
mittee is formed for the specific purpose of obtaining favorable 
statutory recognition for accountants. 

As already mentioned, the society has been making slow but 
steady progress since its incorporation, and as all members of the 
society are firmly united, and all the committees are discharging 
their duties properly, thesociety will no doubt continue to progress. 


THE ACCOUNTANCY BILL 


Many years before the Japanese Society of Public Accountants 
was formed, a bill to regulate the profession and to register 
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accountants had been placed before the house of representatives. 
The bill was introduced seven times in the Japanese diet from 
1914 to 1925. 

In the 37th, 41st, 42nd and 50th sessions of the diet, the bill 
was passed by the house of representatives. The following are 
extracts from the bill, passed by the lower house in 1925: 


2. The accountancy profession shall be within the jurisdiction of the 
minister of agriculture and commerce. 
3. Those who desire to be accountants shall: 
(1) Be Japanese subjects of full legal capacity. 
(2) Pass the accountants’ examination. 
(3) Be approved by the admission committee. 
Sec. 4. The regulations as to examination and admission are to be pre- 
scribed by an imperial ordinance. 
Sec. 7. The accountants shall be registered in the accountants’ register. 
Sec. 8. The regulations with regard to the accountants’ register are to be 
Sec 


ff 


prescribed by the minister of agriculture and commerce. 

. 12. The accountants shall establish an institute of accountants, and 
its constitution shall be approved by the minister of agriculture 
and commerce. Any alterations the constitution shall also 
be approved by the same minister. 

Sec. 13. An accountant shall not be in practice without entering the 
institute of accountants. 

Sec. 16. In case anyone, who is neither registered under sec. 7 nor a mem- 
ber of the institute of accountants, or is suspended from practice, 
describes himself as an accountant and practises as an account- 
ant, he shali be condemned upon conviction to a penalty of not 
more than six months’ imprisonment or a fine of not more than 
one thousand yen. 


SUPPLEMENTARY RULES 

For the time being, those who are approved by the admission committee 

shall be allowed to be accountants regardless of sec. 3, no. 2. 

The regulations as to the practice of foreign accountants in the Japanese 

empire are to be prescribed by an ordinance. 

Although the bill has been passed four times by the house of 
representatives it has not yet become a law, as any bill, to 
become a law, must be passed by the house of peers as well as the 
house of representatives. Thus the fate of this bill has been 
unfortunate in the past, but it is hoped that it will not be long 
before it passes both houses. No doubt when Japan has an 
accountants’ law, the profession will make progress even more 
rapidly than heretofore. 
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Simplified Treatment of Ordinary Annuities 
By Lioyp L. SMaIL 


In almost all practical problems involving ordinary annuities, 
the payments and interest conversions are made either annually, 
semi-annually, quarterly or monthly. In all such cases the follow- 
ing method of treatment will be found simple and direct. 

All such annuities may be classified under three types: (1) 
when payment interval and interest-conversion interval coincide; 
(2) when payments are made several times during one interest- 
conversion interval; (3) when the payment interval contains 
several interest conversions. 

The following uniform notation will be used throughout: 

4=interest rate per interest-conversion interval, 

n =number of interest conversions in the term of the annuity, 

m=number of interest conversions per payment period (when 
greater than 1), 

p=number of payments oe interest-conversion period (when 
greater than 1), 

S;] = amount of annuity of 1 per period for m periods, 

a3] = present value of annuity of 1 per period for m periods, 


j@) = Pl(i+4)—1), 

R=periodic payment of annuity. 

An ordinary annuity is a series of equal payments made at the 
ends of equal successive intervals of time. The amount of the 
annuity is defined as the sum of the compound amounts of the 
annuity payments at the date of the last payment. The present 
value of the annuity is defined as the sum of the present values of 
the annuity payments at a date one period before the first pay- 
ment is made. 

The amount and present value of an annuity of 1 per period 
for m periods at rate i per period are denoted by sq and az, 

nm periods 
——x x x x x x x 
ar] Sr] 
respectively. The present value of any sum due in m periods is 
found by multiplying the sum by the discount factor v*, where 





v=——. From the definitions of the amount and present value 


1+? 
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of an annuity, it is evident that the present value of the annuity 
may be found from the amount by discounting the amount back 
m periods, so that 

(a) Gy] = 8]. 0". 

Formulas are first derived for the amount and present value of 
annuities with periodic payment 1, then for any periodic payment, 
R, the amount and present value may be found by multiplying 
these results by R. 

Case I. The interval between payments is the same as the 
interval between interest conversions. 

For example, payments made annually and interest convertible 
annually; or payments made quarterly and interest convertible 
quarterly. 

We wish to derive a formula for the amount of an ordinary 
annuity of 1 per period for m periods at interest rate i per period; 
Jet us denote it by x. Suppose unit principal $1 to be invested 
at compound interest for m periods at rate + per period. This 
investment will produce an interest payment of 7 at the end of 
each period for periods, forming an ordinary annuity of periodic 
payment of 4 per period for m periods. Since each unit of capital 
shares equally in the interest increase, the amount of this annuity 
of 4 per period at the end of the » periods will be i.x. Thus, the 
original investment of 1 results in an interest accumulation at the 
end of the term of m periods of 7.x. Now, on the other hand, the 
original investment of 1 at compound interest for periods at 
rate 4 per period will give a compound amount of (1+7)", by the 
fundamental formula for compound interest. The compound 
interest earned on the investment will be this compound amount 
diminished by the original principal 1, or (1+7)"—1. Thus, 
from this standpoint, the interest accumulation on the invest- 
ment will be (1+7)"—1. Equating these two expressions for the 
value of the interest earned by the investment of 1, we have 

4.x =(1+7)*—1. 
Solving this simple equation for x, by dividing both sides by 3, 
we get 

;\" 

on a 
Since sz) denotes the amount of an annuity of 1 per period for 
periods, we have 
(1) 


gata! 
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If we substitute this expression for sz in formula (a), it becomes 


pa ltynt politi at _ 1-0" 


1 1 





az] = Sqy- 


1 
since v*=7—.,__ Hence, 


(1+72)" 
1-7 
(2) =a: 

The amount and present value of an annuity of periodic pay- 
ment R per period for m periods at rate 7 per period are then 
given by the formulas 
(3) S=Rsq (at rate 2), 

(4) A=Rajz (at rate 2). 
The values of sq and az at all current rates of interest can be 
found in annuity tables.* 





Example 1. Find the amount and present value of an annuity 
of $500 per year for 10 years with interest at 5% per annum. 

Taking an annual basis, = 10 yearly periods, 1=5% per year, 
and the periodic payment R= $500 per year; the required amount 
is then 


S=500 sig (at 5%) =500 X 12.5778925 = $6,288.946, 
A =500 ajq (at 5%) =500 X7.7217349 = $3,860.867. 


Example 2. Find the amount and present value of an annuity 
of $1,200 per year payable monthly for 4 years when interest is 
at 6% convertible monthly. 

With a month as the basic period, we take »=48 monthly 
periods, i= 4% per month, and R=$100 per month. Then 


S= 100 sg (at 4%) = 100 X 54.09783 = $5,409.783, 
A=100 ag (at 4%) = 100 X42.58032 = $4,258.032. 


Case II. There are » annuity payments made during each 
interest conversion period. 

For example, payments made semi-annually and interest 
converted annually; or payments made monthly and interest 
converted semi-annually. 

We wish to find a formula for the amount of an annuity of 1 per 
interest conversion period, payable times per period, for m such 
periods at rate 7 per period. Let this amount be denoted by x. 


* The most enpainte ont set < Fans mage is contained in Glover's Compound-interest Tables 
and Seven-place Logarithms ahr, publisher, Ann Arbor, Michigan. 
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Just as in case I, suppose $1 is invested at compound interest 
for m interest conversion periods at rate 7 per period. The com- 
pound amount earned by this investment during each p” part 


1 
of an interest period is (1+7)?, by definition of compound 
amount for a fractional part of a period. The interest earned 


1 
each p” part of a period will then be (1+7)?—1, and the total 
interest accumulation for one interest conversion period will be 


1 
p[(i+7)?—1]; this expression is denoted by jy. Just as in 
case I the investment earned 7 each period, so now the investment 
earns j,) each interest period, forming an annuity of periodic 
payment jy) for m periods at rate 7 per period. Hence, the 
amount of the annuity resulting from the interest on our original 
investment will be j,). x. But on the other hand, just as in 
case I, the compound interest earned by the original investment 
is (1+7)"—1. Equating these two values for the total interest 
accumulation, we have 
jm: x=(1+0)"—-1. 
Solving this simple equation for x, by dividing both sides by 
1(p)» we get (1+%)"—1 
gyn tcedentinciniees 
Jw 

To adapt this formula to a form suitable for use with the 
annuity tables, we break up the fraction on the right into a 
product of two fractions thus: 

(i+¢)*—1 (1+2)*-1 ¢ 
Jo) a jo) 

But the first fraction on the right is exactly sz, by formula (1) 
so that é 
L=Ssy- 

wan” 
Hence, the amount of an annuity of periodic payment R per 
period, payable p times per period, for m periods at rate 7 per 
period is given by the formula 





4 


(5) SeR*‘g. = 
J) 

By use of relation (a), we see that 

(6) A=R:ay. — 
J@) 


is the formula for the present value of an annuity of R per period, 
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payable p times per period, for m periods at rate 7 per period. 


The values of sj and aq and of —~ can be found directly in 
Jo) 
annuity tables. 


Example 3. Find the amount and present value of an annuity 
of $2,000 per annum payable quarterly for 5 years with interest at 
7% per annum. 

Choose the interest-conversion period of a year as the basic 
period, then »=5 yearly periods, 1=7% per period, the periodic 
payment R= $2,000 per year, and the number of payments per 
interest-conversion period is p=4. Hence, by formulas (5) and 
(6), the required values are 


S=2000 s5 ° r (at 7%) = 2000X5.7507390X 1.0258800 
(4) 


=$11,799.136, 
A =2000 ay, * = (at 7%) = 2000 X4.1001974 x 1.0258800 
@ 
= $8,412.621. 


Example 4. What is the amount and present value of an 
annuity of $800 per year payable monthly for 3% years when 
interest is at 6% convertible quarterly? 

In this case, we choose as our basic period the interest-conversion 
period of one quarter. Then the term of the annuity is n=14 
quarterly periods, i= 114% per period, R= $200 per period, and 
p=3 since there are three monthly payments in each quarterly 
period. Hence, 


S= 200 si ° i (at 144%) = 200 X 15.450382 X 1.0049983 
= $3,105.476, 

A=200 ag ° : (at 14%) =200 X 12.543382 X 1.0049983 
= $2,521.216. 


Case III. Interest is convertible m times during the interval 
between payments. 

For example, payments made annually and interest convertible 
semi-annually; or payments made quarterly and interest convert- 
ible monthly. 
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We wish first to find the amount of an annuity of 1 per payment 
period for m interest-conversion periods when interest is allowed 
at rate 7 per interest-conversion period. 

Suppose we assume that payments of 1 are made at the ends of 
successive interest-conversion periods for the m periods at rate 
7 per period; the amount of this annuity will be sq (at rate 7) 
(by case I). But this assumption of payments of 1 each interest- 
conversion period would lead at the end of a payment period of m 
interest periods to an amount of sq (at rate 7); our original 
assumption would then give a periodic payment of sq at the end 
of each payment period instead of a payment of 1 as it should be. 
The result sz (at rate 7) is therefore sq times too large; hence 


the required amount is —! (at rate 4), which may be written 


1 
Sa] ‘ — (at rate). 
The formula for the amount of an annuity of periodic payment 


R per payment period for  interest-conversion periods at rate 7 
per interest period is therefore 


1 
(7) S=R-° sy ° — (at rate 1), 
bi Sm 


m 
where m is the number of interest conversions in one payment 
interval. By use of relation (a), we obtain the corresponding 
formula for the present value: 

1 
(8) A=R:‘ayq° = (at rate 7). 


The values of s;7, a7 and of 5 can be found from annuity tables. 
m| 

Example 5. Find the amount and present value of an annuity 
of $450 per year payable annually for 8 years at 6% convertible 
quarterly. 

Here the number of interest-conversion periods in the term of 
the annuity is »=32 quarters, i=114% per quarterly period, 
m=4, R=$450 per year. Hence, by formulas (7) and (8), 


S=450 say ° = (at 114%) = 450 40.688288 x 0.244445 
4 
= $4,475.718, 
A=450 ag ° - (at 134%) =450X25.267139 X 0.244445 
4 


= $2,779.392. 
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Example 6. To how much will an annuity of $1,400 per annum 
payable semi-annually with interest at 6% convertible monthly 
amount in 6 years? 

The term of this annuity contains n=72 interest-conversion 
periods, the interest rate per conversion period is i= 4%, m=6, 
and the periodic payment is R=$700 per half year. The re- 
quired amount is therefore 


1 
S=700 sa * — (at 4%) = 700 X 86.408856 X 0.164595 
56] 
= $9,955.756. 


If the interest rate 7 is not given in the annuity tables, 


substitute the values of sz, am, from (1) and (2), and 
1 


ip) = P[(1 +4)? —1] in the other formulas, and calculate by the use 
of logarithms. 

It may be noted that the preceding method of treatment does 
not explicitly involve the use of equivalent effective and nominal 
rates of interest, as do all previous discussions of the subject; also 
that this method involves a minimum of algebraic technique. 
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Significant Economic Developments Since the 
Armistice * 


By HERBERT F. BOETTLER 


The significant economic results of the world war are to be 
found in the profound changes produced not only in the -inter- 
national relations of the United States but also in the methods and 
policies of her business men. The past decade has witnessed 
events of such a revolutionary character that it is often difficult to 
appreciate their full significance. While the world war was the 
outstanding event of this period, its importance lies not so much in 
the actual physical destruction which it wrought as in the funda- 
mental economic, social and political changes that it produced. 
The latter factors are the ones which must be understood and 
appraised in order to obtain a clear comprehension of present and 
future conditions. Their significance is often lost sight of, because 
compared to the spectacular events of the conflict they appear as 
humdrum affairs of minor importance. To deal at any length 
with these changes in Europe is beyond the scope of this paper. 
Briefly to indicate a few of them will be sufficient. One has only 
to mention the political changes in Europe to call to mind their 
magnitude. The swing of the political pendulum from monarchy 
to democracy and from constitutional government to dictatorship 
is a matter of common knowledge. In the field of finance, 
changes in Europe have been just as revolutionary. How 
currency debasement penalized the creditor class, destroyed the 
life savings of countless thousands of men and women and re- 
warded the debtor classes is so well known that repetition would 
be superfluous. 

Important as these sudden social and political shifts were to the 
world, the really significant results of the war for the United States 
were in the field of international economic relations. The im- 
portance of these new developments can scarcely be over- 
emphasized. Changing the status of the United States from a 
debtor to a creditor nation in less than ten years was probably the 
outstanding economic result of the war from the international 
point of view. The rapidity with which this change took place 


*A paper read before the St. Louis Chapter of the Missouri Society of Certified Public 
Accountants, January, 1926. 
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unsettled the world’s economic equilibrium and set in motion 
forces whose ultimate effects only the future can reveal. For over 
a century, prior to the world war, the United States had been 
importing labor and borrowing capital from Europe with which to 
develop the natural resources of America. This relationship was 
favorable to both parties, especially from a business point of view, 
because it presented a minimum of difficulty to satisfactory 
political relations or to the making of international payments 
between the interested parties. The United States was a new 
country, rich in natural resources and capable of producing an 
abundance of foodstuffs. Our productive power in these fields 
was far in excess of domestic requirements. What we most re- 
quired was labor and liquid capital in order to utilize our natural 
resources. Europe was in a position to supply both. In ex- 
change for the use of her capital and such exports as we could 
employ, she received raw materials and food. In these circum- 
stances the debts of the United States to Europe presented few 
difficulties to the settlement of international accounts. We had 
what Europe needed and Europe had what we wanted. Numerous 
estimates prior to the world war showed that we owed to Europe 
several billions of dollars on capital account, the interest upon 
which we paid largely in exports of raw materials. 

The termination of the world war saw all this changed. In less 
than six years the accumulated investments which Europe had 
been making in this country for over a century were all wiped out 
and Europe became our debtor for from 15 to 18 billion dollars, if 
governmental and private debts are combined. Whereas in 
the past Europe could pay for that portion of her imports from 
the United States which could not be balanced in goods with the 
interest and dividends from her American investments, she now 
must find other means for payment, because no great change has 
taken place in her requirements for raw materials from us. In 
addition to finding a new means to pay for her American imports 
she must find a way to pay the interest on and a portion of the 
principal of the debts which she now owes us. The difficulties 
involved in making such payments are not always apparent, be- 
cause in proportion to the estimated wealth of Europe her debts 
superficially do not appear as unmanageable. In international 
relationships, however, ownership of wealth is one thing but its 
transfer from one country to another is something entirely 
different. Between one nation and another the means by which 
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payments can be made are limited. Fundamentally, there are 
only three sound methods: first, by means of goods and services; 
second, by payment in gold; third, by borrowing. Europe finds 
it difficult to buy from us or to pay her debts to us for the 
reason that she has already practically exhausted two of the means 
available for making payments—payment in gold and by borrow- 
ing. The one remaining method still open to her, namely, the 
shipment of goods to us, is of only limited availability because 
Europe has few commodities to offer the United States which are 
acceptable in sufficient quantity to solve the problem. 

Except for certain raw materials the principal products that 
Europe has to offer us are manufactured goods, many of which 
compete with American products. Against such goods our 
traditional protective policy has created a tariff barrier and thus 
Europe is further handicapped in making payments in this form. 
As long as Europe’s principal resource in the international 
market is labor which can be exported for debt-paying purposes 
only in the form of manufactured goods, this difficulty will 
probably continue. If we were willing to accept full payment in 
this manner the problem would soon be solved. This, however, 
we refuse to do, since such payments might prove more injurious 
than beneficial. In these circumstances it is not surprising that 
various European business men are making every effort, in so far 
as possible, to adopt whatever other means may be available to 
them for minimizing the difficulty involved in making payments 
to the United States. The most recent efforts of this kind, which 
have been attracting widespread attention, are the attempts to 
secure control of certain essential raw materials upon which the 
United States is largely dependent. England has already gained 
control of the world’s supply of rubber. Recent reports have it 
that groups in other countries are now seeking more effective 
price control of such commodities as quinine, iodine, nitrates and 
potash, coffee, silks, quicksilver and wood pulp, the underlying 
idea in all probability being that if this can be accomplished the 
burden of making purchases in either the United States or in other 
countries, or of paying debts, will be materially reduced. How 
serious a world-wide scramble to secure control of essential raw 
materials might be and the strain which such an economic quarrel 
might place upon international goodwill is only one of the many 
important problems growing out of the change which has taken 
place in the world’s economic balance as a result of the war. 


343 














The Journal of Accountancy 








UNDERLYING BASIS OF POST-BELLUM BUSINESS REVIVAL 


The war not only produced important changes in international 
economic relations, but it also had a very profound effect upon 
domestic business conditions in the United States. For the first 
few years following the war the economic situation was so clouded 
with new and unusual problems that it was difficult to obtain a 
clear view of the situation. While business is still far from being 
free from these developments, the past few years have witnessed 
some rather definite progress in clarifying the trend of the more 
important underlying tendencies affecting business. Gradually 
the significant fundamental changes are beginning to stand out in 
bolder relief and we can understand why certain developments did 
occur and others, which were expected, failed to materialize. In 
1921, industry, agriculture and finance all faced problems of un- 
precedented gravity, both at home and abroad, and it was not 
surprising that few men were able to pierce the veil of the future. 
It appeared as though the world was faced with a long period of 
subnormal activity. In the field of finance the outlook seemed 
dark indeed. The dearth of liquid capital was world-wide, and 
debts, both governmental and private, were so huge that it was a 
rather common belief that as a result of the war’s destruction the 
world would be faced with a capital shortage for many years to 
come. As long as this lasted, industry would be handicapped by 
high interest rates which would discourage production, make for 
unemployment and cause an extended period of depression. 
Such a situation would in turn have its influence on prices, cause 
a further decline and thus magnify the burden of existing debts. 

In view of this depressing outlook in 1920 and 1921, what were 
the basic forces which caused so rapid and extraordinary a re- 
covery in American business and why did the generally expected 
fail to occur? As has so often been the case in the past, events 
proved greater than men, and the ingenuity of the individual man in 
solving his own problems was more potent than all the concerted 
efforts that could be devised. Providence rather than human 
wisdom solved most of our problems. Our difficulties at that 
time loomed large, while the favorable factors which existed were 
hidden in the background. Almost before the country had been 
able to make a full appraisal of its problems, underlying forces 
took charge and began laying the foundation for recovery. This 
fact is well illustrated in the case of the commission appointed by 
President Harding to study the problem of unemployment. 
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When its findings were published unemployment had practically 
disappeared. 

The reasons for these rapid favorable changes are now fairly 
clear. Fundamentally, the very desperation of Europe helped to 
bring about a business recovery in the United States. That few 
people could foresee the manner in which poverty-stricken Europe 
was to help us is not surprising. Our strategic position with 
respect to foodstuffs and raw materials again proved to be our 
salvation. Europe, and the whole world, in truth, was in 
desperate need of food and raw materials, and to obtain them the 
last line of reserves was drawn upon—accumulated gold stocks. 
Almost before we were able to realize it gold began to flow to our 
shores in enormous quantities. The effect of this was quickly 
felt not only in the field of finance but in industry as well. Our 
banking reserves were rapidly built up, the credit base of the 
country enlarged, and, consequently, frozen credits began to thaw 
out, or at least a means by which they could be thawed out 
became available. As the credit situation became easier industry 
found it possible to fund its short-term bank loans into long-term 
obligations. Once the problem of meeting pressing current 
obligations was removed, industrial activity on a large scale 
became possible. As interest rates declined the whole business 
outlook took on a changed appearance and certain underlying 
forces became potent and began making themselves felt. The 
accumulated building and housing shortage was crying for relief; 
the needs of our transportation companies and public utilities were 
equally pressing and the necessity for new equipment and exten- 
sions was imperative. With credit again ample, money cheap, 
an abundant labor supply available, and all necessary raw ma- 
terials at hand, it was not long before the country set to work to 
replace the many shortages that existed in different fields. This 
activity supplied the necessary impetus for a real revival which 
has now been in progress for over five years. Once the up-swing 
began, its own momentum helped to carry it forward. Increased 
employment of labor enlarged the demand for a variety of goods, 
and thus industry was further stimulated. In this way particularly 
the automotive and allied industries were favorably affected. 


Part PLAYED By NEw BusInEss POoLiciEs IN REVIVAL 


So far as the initial impetus to the post-bellum business revival 
in the United States is concerned, little credit can be claimed by 
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anyone. On the other hand, the way in which business executives 
met their individual problems growing out of the war and the 
extent to which they profited by experience and developed new 
policies in business conduct constitutes an interesting chapter in 
the history of American business. After-war problems produced 
at least three major changes in policy. While perhaps not new, 
they have at least been raised to a position of greater importance 
than they ever occupied before, and in all probability they will 
have a lasting influence upon the future. These three outstanding 
developments in the post-bellum business policy in the United 
States are: first, hand-to-mouth buying; second, quantity pro- 
duction; and third, instalment selling. Which of these three 
factors has been the most important it is difficult to say. Each 
is playing a star rdle in American business. 


HAND-TO-MOUTH BUYING 


Much as we have heard of the development of the hand-to- 
mouth buying policy, it is seldom that its significance is fully 
appreciated. This policy probably found its origin in the excesses 
to which the old policy of forward buying had been carried during 
the period of rising prices when business men for a while became 
more interested in commodity speculation for a rise than in 
covering the normal requirements of demand. In its initial stages 
hand-to-mouth buying expressed essentially the cautious attitude 
of business, which was the natural reaction from over-buying, 
price declines and losses. That it had advantages other than 
those which arise from caution soon became apparent. As the 
transportation facilities of the country steadily improved, the 
desirability and feasibility of hand-to-mouth buying increased, 
and business executives found that it afforded opportunities that 
they had never previously suspected. First, they discovered that 
by careful buying, covering only their actual requirements, 
business was placed upon a sounder basis than that upon which it 
had previously rested. It afforded what amounted to an oppor- 
tunity to hedge future requirements, since purchases were re- 
stricted to materials for which a market had already been made. 
Second, by obtaining a more rapid turnover of inventory, working- 
capital requirements were lessened and an additional advantage 
was obtained from this source. Third, it was found that this 
policy made for increased efficiency throughout practically all the 
productive processes. It made possible a closer check on in- 
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ventory, and consequently kept it in better balance. It reduced 
depreciation and possible losses that might arise through ob- 
solescence when purchases covering a long period were in vogue. 
Fourth, it gave to industry an opportunity more closely to ap- 
proach an ideal which it had long sought, namely, that of keeping 
production in better balance with demand. 

While this change in industrial policy was not universally 
favorable to all elements in the business world, its advantages 
have undoubtedly outweighed its disadvantages. It is true that 
the change has shifted a portion of the burden which formerly 
rested upon one of the factors in production to another. In the 
early stages of its development it appeared merely to shift the 
burden from the wholesaler and distributor to the manufacturer. 
The manufacturer, however, has apparently succeeded in meeting 
the new problem, and while the burden may in some few instances 
be unduly heavy on some units in business, the net result has been 
to spread productive activity over the entire year somewhat more 
evenly than in the past. In other words, for the time at least 
one accomplishment of this new policy may be to reduce the peaks 
and valleys in the curve of production. That it has certain 
disadvantages, however, is quite apparent. Purchase in smaller 
lots tends to increase both distribution and sales cost. While the 
transportation companies have probably gained something 
through levelling business demand, others have lost. Salesmen, 
who formerly were able to make one or two trips a year, now must 
make calls more often. Where one or two shipments were 
sufficient in the past, several are now required. However, taking 
all these factors into consideration it is doubtful whether business 
will ever return to its old policy in the extreme forms of the period 
just prior to the close of the world war. The gains made in 
reducing the risk of price changes, in obtaining a swifter mer- 
chandise turnover, and the effect of these factors upon capital 
requirements are advantages that will not quickly be given up. 


QUANTITY PRODUCTION 


The second important change in business policy has been the 
increased development of quantity production. Mass production 
and standardized methods of manufacture are not new. They 
probably found their beginning with the development of the 
factory system. The war and the subsequent period, however, 
have given to this method, especially in the United States, a re- 
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newed impetus that has proven an important factor in our post- 
bellum revival. Quantity production has been the means by 
which we have been able to meet the problem of rising raw- 
material costs in such a way as to keep the price of finished products 
within reasonable bounds. Through large-scale production and 
standardization, human efficiency in production has been in- 
creased and the standard of living raised. The advantages of this 
method have been so clearly demonstrated that it has changed 
many of the ideas regarding big business which existed twenty- 
five or thirty years ago. The first reaction of the American public 
to big business and large-scale production was decidedly un- 
favorable. In its original form quantity production was looked 
upon as a menace—an attempt to secure monopoly control for the 
purpose of securing unreasonable profits. For a while the com- 
bined forces of society made every effort to prevent developments 
of this character. Despite anti-trust laws, the opposition of labor 
and all the penalties assessed against big business, quantity pro- 
duction held its own and demonstrated that its advantages 
came not alone from monopolistic price control but from its 
efficiency and from the principle of a small profit on a large unit 
production. Today practically all the important conveniences of 
modern life are made available through the use of these productive 
methods. We have only to mention a few articles such as shoes, 
automobiles, electric lights and the thousand and one other 
essential commodities that wou'd be out of the reach of the 
majority of people were it not for this method of production. 


INSTALMENT SELLING 


One of the most interesting developments that has taken place 
in business policy since the war has been in the rather extraor- 
dinary expansion in time-payment sales methods. While funda- 
mentally there is nothing new in this method—the plan is 
probably as old as credit—its importance lies in its widespread 
application recently in a somewhat novel way. Modern instal- 
ment selling has been most highly developed in the automobile 
industry. As a result of the extraordinary demands on this 
industry, new agencies especially designed for the purpose of 
financing the consumer have been developed. The remarkable 
success of this method of selling in the automobile industry has 
given a new impetus to the use of time-payment sales. Com- 
petitive conditions have now spread the plan to almost every 
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conceivable salable object. Credit companies which originally 
specialized in automobile finance now handle a variety of things. 
Gradually the plan is spreading from goods having some per- 
manency of value to purely consumptive goods, such as clothing. 

While specialized credit companies do not finance by any means 
all classes of time-payment business, competition is compelling 
more and more merchants to adopt the new plan in some form. 
One of the unfortunate results of this situation lies in the essential 
difference between the financing of time-payment sales through 
a specialized agency and by the retailer or distributor himself. 
Where specialized agencies exist, much of the credit burden and 
the expense of collection has been shifted from the retailer to the 
finance company and the consumer. Under these conditions the 
problem of the producer and distributor becomes essentially one 
of gauging demand, and the burden of financing the deferred pay- 
ments, together with the profit from the service rendered, is now 
placed upon the shoulders of the buyer. The finance company 
steps in between the buyer and the seller and charges the buyer for 
the privilege which it gives to him of spreading the deferred pay- 
ments over a stated period of time. Consequently, in one sense 
the finance companies of this type can be thought of as specialized 
collection agencies engaged in the business of buying accounts 
receivable which are to be paid in accordance with some definite 
plan. The significant service which these companies have per- 
formed has been in definitely shifting the burden of time payments 
to the consumer who wishes to utilize this plan. Where special 
financial facilities are not available a considerable burden rests 
upon the retailer or distributor. Without a well developed col- 
lection department and the additional capital which the finance 
company supplies, the burden of financing deferred payments 
under existing competitive conditions is not easy. 

However, aside from this particular phase of instalment selling 
there are at least four essential questions that should be con- 
sidered in making any appraisal of this plan of merchandising: 
First, what are the advantages of the plan as it is being utilized 
at present? Second, is it universally applicable on a sound basis 
to all classes of goods and services? Third, is the stimulus which 
it gives to buying power of permanent value? Fourth, does the 
plan contain any disadvantages or evils that are fundamental? 

The outstanding advantage of the plan is that it enhances 
materially the immediately effective purchasing power of the 
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buyer, to a degree depending upon the terms of payment that 
are arranged. Any plan that can bring about an expansion in 
current purchasing power naturally stimulates business and in- 
creases productive activity. In this respect instalment selling 
has in recent years proven highly beneficial and has undoubtedly 
provided the means for making available to the great mass of 
people countless conveniences and luxuries that would otherwise 
not have been within their reach. Through the new plan many 
persons have discovered that by making certain sacrifices they 
are able to command an increasing volume of goods of a type 
which was formerly considered beyond their means. This in- 
crease in the effective demand for goods by large numbers of 
people has proven beneficial in many ways, stimulating produc- 
tion, increasing employment, and thus further helping to expand 
current purchasing power. To this extent it has been of distinct 
advantage. 

Second, the question is now quite frequently asked, Is instal- 
ment selling equally applicable to all classes of goods and services? 
More and more, students of credit and finance are expressing the 
view that the dangers in instalment selling lie in extending this 
plan on too large a scale to purely consumptive goods which have 
little permanency of value. The point made is that any article 
which is quickly consumed or depreciates rapidly should not be 
sold on the instalment plan, as such goods can never constitute 
either a safe or sound basis for credit. Just where the line of 
demarcation lies between sound instalment selling and unsound 
instalment selling, as it is related to the character of goods sold, 
has not yet been satisfactorily explained. Opinions among busi- 
ness men, especially those who are utilizing this plan, differ very 
widely and it is quite probable that the question will not be 
definitely settled except through the rather expensive test of 
experience. 

The third question with respect to this plan is whether or not 
the stimulus which it gives to immediate buying power is of 
permanent value. There are those who doubt that this plan 
really affords a means for permanently expanding buying power. 
They argue that in the long run business benefits very little by 
enabling an individual who has a monthly income of say $200 to 
spend $500 to $700 at once by mortgaging his expected income 
for some months to come. His actual volume of purchasing 
power is limited over any short period and the mere fact that he 
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spends more of it at one time than at another may be of immediate 
importance to current sales, but of little permanent significance. 
Whether this question is as simple as stated is to be doubted, 
reasonable as the argument appears superficially. 

Fourth, does this plan contain any disadvantages or evils that 
are fundamental? So far as instalment selling is concerned there 
is nothing to indicate that the plan, per se, is fundamentally 
unsound. The world has always done business through deferred 
payments and probably always will do business on this basis. 
The problem at issue really resolves itself into the question of the 
extent to which it is safe to base credit extension on an enlarged 
scale to the purchaser on the basis of anticipated earnings. That 
the practice is safe in the case of certain articles, especially those 
that have some permanency of value, as for instance a house, 
there is no question whatever, since this plan has been tried and 
tested for many years and has proven entirely successful. Whether 
it can be as soundly applied to the purchase of practically every 
type of goods and service is doubted by many. The present 
situation which we are facing is probably only another stage in 
that long succession which has taken place in the over-extension of 
various forms of credit in the past. At some time or other almost 
every class in the business community has abused its ability to 
create credit. Whether the individual will be wiser or more 
cautious in the use of the credit facilities at present afforded 
him than business has been in the past is to be doubted. Those 
who are most concerned about the present plan of instalment 
selling have this idea in mind. They fear that the individual will 
abuse his credit facilities and. ultimately the entire community 
will suffer as a result. However, we should bear in mind that the 
mere fact that the individual may abuse his privileges should not 
necessarily stamp instalment selling of a legitimate character as 
bad, any more than we should consider banking, railroad credit, 
or any other form of credit undesirable because at some stage or 
other in the development of business it has been abused. We 
must not forget that in these matters the only real test is that of 
experience. It is quite probable that we shall have to be taught a 
lesson which will show us definitely the limits within which instal- 
ment credit is sound and where it is unsound. All in all, it is 
probably a wholesome sign that so many people at this stage in the 
development of instalment credit are endeavoring to point out the 
potential dangers which lurk in its abuse. It should always be 
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borne in mind that seldom is anything all good or all bad. Con- 
sequently, let us not be unduly alarmed by those who are pes- 
simistic regarding instalment sales, nor become unduly optimistic 
from the enthusiasm of those laboring under the delusion that 
the plan will usher in the millennium of enhanced and ever- 
expanding purchasing power. 
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EDITORIAL 


It is not too early in the year to draw 
attention of all members and associates 
of the American Institute of Account- 
ants to the wisdom of making arrangements to attend the 
annual meeting in September. Announcements which have been 
made in the Institute’s bulletin from time to time have mentioned 
the place and time of meeting. The dates will be September 
20th, 21st, 22nd and 23rd, and the place, Atlantic City. There 
are several local organizations and many hotels which are quite 
ready to admit that Atlantic City is the most wonderful place 
on the face of the earth and that as a convention center it is 
without equal. There is no evidence of any unnecessary reti- 
cence on the part of those who boost Atlantic City. The fact 
remains, however, that this great playground by the sea is an ex- 
cellent place of meeting and is likely to attract a large number 
of attendants at any national gathering. The meeting this year 
will be the tenth anniversary of the change in form of the Insti- 
tute. Next year will be the fortieth anniversary of the founding 
of the original body. Consequently, the meetings this year and 
next will be special occasions and everyone who can should be 
present. 


Next September at 
Atlantic City 


In addition to the annual meeting there 
are other conventions of the Institute 
which should be brought to general 
attention. During this month of May there will be important 
assemblies in Jackson, Mississippi; Minneapolis, Minnesota, and 
in Cleveland, Ohio. And then later in the spring there will be 
a meeting in Boston, Massachusetts. These regional meetings 
are good things for everyone concerned. There is no formality, 
but a world of good fellowship, and everyone seems to enjoy 
himself. There is no business to transact and the whole time 
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of the meeting is devoted to the discussion of technical questions. 
Everyone who has the slightest interest in accountancy is welcome 
at such meetings and the committees in charge extend a cordial 
invitation to be present. 


At the meeting of council of the Ameri- 
A Bureau of Research can Institute of Accountants held April 
12th, one of the most important actions 
was the unanimous approval of a suggestion by the special com- 
mittee on administration of endowment that there should be es- 
tablished in conjunction with the library and department of in- 
formation a bureau of research. The report of the committee 
expressed the opinion that the library of the Institute, which is 
certainly the best accounting collection in this country and pos- 
sibly in the world, should be enlarged to include matters of in- 
direct as well as direct accounting interest. There are many sub- 
jects which arise in the practice of accountancy upon which there 
is no collected information available. Many statistics and com- 
parisons which would be of great value to accountants have not 
been compiled and it is doubtless with the thought of such things 
in mind that the committee has recommended and the council 
has approved the creation of a bureau of research. There are 
many similar ventures, both governmental and private, and 
several statistical companies are doing excellent work, butthere are 
subjects which are peculiarly significant to accountants that have 
not been the subject of consideration by any agency. The 
bureau, which is to be established shortly, will serve an important 
purpose not only for the profession of accountancy but for many 
related interests. This is another evidence of the wide scope of 
the Institute’s activities and the breadth of vision of its governing 
body. 
Another venture of the Institute re- 
cently begun is going forward with 
rapid strides. In the April issue of 
THE JOURNAL OF ACCOUNTANCY we 
published the text of a pamphlet issued by the bureau for place- 
ments drawing to the attention of students at colleges the desira- 
bility of accountancy as a vocation. These pamphlets are being 
sent to members of the graduating classes of a great many uni- 
versities and colleges. Members of the Institute are appearing 
before student bodies and explaining the purposes of the bureau 
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for placements and answering the questions of students. As a 
result of these and other efforts a considerable amount of interest 
has been aroused among students, and the number of applications 
received shows that the work of the bureau is well worth while. 
As time goes on it will probably be found here as it has been found 
elsewhere that the recruits for the professions are drawn more and 
more from the ranks of college graduates. This leads to the 
strengthening of the academic foundation of every profession. 
The old days when a man entered a profession without knocking 
at the door are passing. It is gradually becoming necessary not 
only to knock but to have a key. 


The New York court of appeals on April 

Liability of Auditors 6th affirmed the judgment of the appel- 
late division of the supreme court in the 

case of Craig, et al. vs. Anyon, et al. This is a case which has been 
before the courts for nearly four years and has attracted a good 
deal of attention among accountants because of its apparent 
bearing upon the responsibility of an auditor. The decision of 
the appellate division, which is now affirmed by the highest court 
of the state, was rendered February 20, 1925. In brief, the case 
involves not only the responsibility of the auditor—it is compli- 
cated by a question of negligence on the part of the plaintiff. Its 
value as a precedent is lessened because it is not restricted to the 
fundamental question as to the legal liability of an accountant 
for the accuracy of statements to which he has appended his cer- 
tificate. The judgment rendered is for the amount of the ac- 
countant’s fee, $2000, and costs, and the plaintiff's claim for dam- 
ages amounting to $1,280,233.61 is denied. In the decision of 
the appellate division there is, it seems to us, more stress laid 
upon the question of the duty of the client than upon the defense 
offered by the accountants relative to the restrictions placed upon 
their investigations of the client’s accounts. To an accountant 
the nature of that defense is really more important, and it is 
rather a pity that the court did not express its opinion on this 
point. One thing, however, is clear. The claim of the plaintiffs 
seems to have involved a belief that the employment of an ac- 
countant could be regarded as an insurance against loss. The 
judgment indicates that the idea of insurance against loss is not 
tenable. In this the judgment follows what precedent there is 
on the subject. It fully endorses the claim of the accounting 
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profession that the accountant is called upon to render services 
to the best of his ability but is not required to guarantee that 
his opinions are accurate. He must use reasonable diligence to 
obtain full information and must present with impartial frank- 
ness the results of his audit. Beyond that he is not required to 
go. Consequently the decision in the Craig-Anyon case is valu- 
able as repudiating any notion that an auditor is an insurance 
company, but it does not establish a precedent as to the broad 
general question of responsibility in cases in which no question 
of negligence by the client could be raised. 


The man who originally devised the 
scheme of examination as a test of 
professional efficiency had no proper 
regard for the grief of persons who are just beyond the boundary. 
There is always a group of men and women who feel that the 
limitations of examination are unjust. They should have 
received special consideration and should not be expected to 
come forward and demonstrate their fitness by any method other 
than their own affirmation of ability. Scarcely a week goes by 
without bringing to the office of this magazine and probably to 
the office of every state board of accountancy letters complaining 
of the injustice which has been wrought by the laying down of 
restrictions. Everyone probably admits that there should be 
an examination of everyone else who wishes to enter a profession, 
but the thought of examination for the complainant himself or 
herself is irksome. A man writes to us that he is thirty years of 
of age, has had years of experience which he knows is of incal- 
culable value, and it is all wrong that he should be expected to 
satisfy any board of examiners as to his qualifications. He will 
probably admit that there are others even older than himself 
who should be compelled to demonstrate their ability by examina- 
tion. He seems to be utterly unable to render an impartial 
judgment where he himself is concerned. Another man writes 
that he has been doing work of assorted kinds which has given 
him a breadth of knowledge almost unparalleled. To think that 
he should pass an examination is absurd. But boards of ex- 
aminers are hard headed and hard hearted. They still insist that 
the rules laid down must be observed by all, and that, until some 
superhuman intellect proposes a substitute for examination 
which will be equally and fully discriminating between the good 
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and the bad, examinations must continue. It seems rather a 
pity that those who are aggrieved by the requirements that are 
placed before them do not display a little more good sportsman- 
ship. Perhaps it is a sign of the times, an indication of the trend 
toward excessive individuality, but whatever be the cause the 
fact is unfortunately true that some men and women desiring to 
enter the professions, particularly accountancy, display a la- 
mentable lack of a sense of proportion and of the fundamentals of 
fair play. It is, of course, inevitable that the making of a hard 
and fast rule shall work some injustice. Every law and precept 
bears hardly upon some one. The best that can be done is to 
regulate for the good of the greater number, and that is what has 
been in the minds of those who control the accounting profession 
as well as of those who have built up and maintained standards 
in the other professions. ‘ 


In THE JOURNAL OF ACCOUNTANCY for 
April appeared a letter from an officer 
of a corporation in New York drawing 
attention to the experience of his company with regard to the 
verification of accounts receivable. He pointed out that a re- 
markably small number of requests for verification had been re- 
ceived. Now a correspondent in a far western city writes con- 
firming the fear that verification of receivables is not sufficiently 
common: 


Verification of 
Accounts Receivable 


“Your editorial comment on verification of accounts receivable and the 
letter from a correspondent, appearing in the April number of THE Jour- 
NAL, should bring out some interesting discussion. 

‘Our experience is almost identical with that of your correspondent, 
and the writer has often wondered how this compared with the experience 
of other concerns. 

““On December 31, 1925, we had 250 open balances in our accounts 
payable ledger, twenty-five of which were more than $1,000 each, ranging 
up to $38,000. There are four or five accounts on which we receive regu- 
lar requests for verification once or twice each year. We receive prob- 
ably four to eight other requests in the course of a year. 

‘There is one point in your correspondent’s letter which appears to the 
writer to be significant. He states that accounts open at the end of the 
preceding month had been paid at the time of the audit. 

“During February of this year our accounts for the calendar year 
1925 were audited by a very well known national organization of certi- 
fied public accountants. The accounts receivable were not verified by 
communication with customers. A preliminary examination of our ac- 
counts revealed the fact that nearly all of our accounts outstanding at the 
end of any month are paid before the end of the succeeding month. It 
was agreed between the auditors and ourselves that in the absence of an 
apparent irregularities, payment of the accounts would constitute verifi- 
cation. This may be common practice.” 
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The only way to learn the truth about this important question 
is by the recitation of experience. Let us hope that other cor- 
respondents will step to the rostrum. Perhaps some one has 
had an experience quite unlike those which have been brought to 
our attention. It would be pleasant to hear of it. 


Attention has been drawn many times 
to the necessity of examining the records 
and credentials of applicants for posi- 
tions in accounting offices. There is sometimes an altogether 
incomprehensible unwillingness to tell the truth about men who 
have been in one’s employ. There seems to be a feeling among 
many men that there is a greater obligation to safeguard the 
interest of a former employee than the interest of a fellow- 
practitioner. It is not at all uncommon to hear of men discharged 
for incompetence or worse who are given letters of commendation 
upon departure. The truth of the matter is that the man who 
through soft-heartedness or indifference permits an unworthy 
former employee to be engaged by another practitioner is guilty 
of a grave moral offence. It may seem unkind to report the 
shortcomings of one who has a living to make, but to do justice 
is one of the factors of the highest ethic. If it be possible to 
temper justice with mercy so much the better, but justice tem- 
pered by mercy may become sickly spinelessness. Accounting 
firms which have given careful consideration to the records of all 
applicants have had many interesting experiences. For example, 
we have received from Clinton H. Scovell, of Boston, the following 
letter which we commend to the consideration of readers: 


Records Should be 
Investigated 


“‘ Readers of THE JOURNAL will recall that in July and again in October, 
1923, I set forth some significant although amusing experiences which our 
firm had had with misrepresentations by applicants. I now have a record 
to submit for the information and edification of your readers which in- 
volves not only a crooked record, but reflects the very serious difficulty 
which we had in getting information from one of the longest established 
and best known accounting firms in the United States. 

“The applicant first appeared in person at one of our offices and stated, 
among other things, that he was a graduate of a university in the year 
1920. He then retailed a consecutive series of employment, purporting 
to cover the entire period from his alleged graduation up to the date of 
his interview at our office. Of these four records of employment, two 
were with public accountants. He claimed to have severed his latest con- 
nection with a firm of accountants in the early fall of 1925 because they 
wanted him to transfer to another office and he was unwilling to make 
the move. 

‘As the entire record was susceptible of prompt verification, and the 
applicant was told that his employment would be strictly subject to all his 
statements being verified, he was employed by us on that basis. 
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“‘The representations which this applicant made on his personal record 
blank were somewhat different from r some made orally in his first interview. 
Among other things, his record blank does not claim that he graduated 
from the university, and also states that his attendance there terminated 
in 1919 instead of 1920. 

‘“‘His employment record, when stated in a formal way, began, how- 
ever, in the fall of 1920, and our inquiry at the bank where he claimed em- 
ployment brought out the fact that the applicant had gone under one 
name at the bank, and apparently under an entirely different name in all 
subsequent employment. 

“In his next employment (with a firm of accountants) he claimed to 
have started at $100 a month and to have been advanced to $130 a month, 
whereas the employer, when asked, said that $100 per month was his 
maximum compensation, except for a bonus so small as to be hardly worth 
mentioning. 

‘‘Before commenting on the record which this applicant made with the 
well-known firm of accountants with whom he was employed, I will dis- 
pose of his record for a very few weeks in the fall of 1925 with a middle 
western manufacturer. Our investigation showed that his record of em- 
ployment was much briefer than he claimed, that his salary was $50 per 
month less than he had represented to us, and the reason which his em- 
ployer gave for discontinuing this man’s services, although in no way 
discreditable to the applicant, was different from the reason which the 
applicant himself gave for his separation. 

“*Now comes the most interesting part of the record from my point of 
view. The applicant stated orally and recorded on his personal record 
blank employment with one of the best known and best regarded firms 
of accountants in the United States from March, 1923, to September, 1925, 
whereas the accounting firm, when inquiry was made, said that the em- 
ployment was from April to August, 1923, and from January, 1924, to 
September, 1925. Our first letter of inquiry to this firm of accountants 
stated the salary which the applicant claimed this firm paid to him, and 
asked for a verification, but the accounting firm made no comment on that 
record, although it appears rather positively to have been a misrepresenta- 
tion. A second letter sent to the same office brought a reply that ‘the 
amounts of salary which he claims we paid him in the different periods 
set forth in your letter are in excess of the regular salaries he received from 
us, and . . . even with the overtime, the combined amounts fall short 
of the sum which he represented to you as stated in your letter.’ 

‘“‘T know of no service for which an exacting inquiry into employees’ past 
records is any more important than public accountancy, but how can em- 
ploying accountants maintain respectable standards in matters of this 
kind, if a letter of inquiry from one firm (ours in this case) to another, 
naming salaries which an applicant claims, and asking explicitly to have 
them verified, brings no answer on that point, particularly when the stated 
record was plainly dishonest in regard to length of time, and just as plainly 
untruthful in regard to compensation. 

“Query. Why will some applicants so outrageously misrepresent their 
records, and why will not reputable accountants codperate wholeheartedly 
with each other to establish records regarding matters of fact, however 
much they may be disinclined to express critical opinions?” 


The 1926 edition of Montgomery’s 

A Strange Ruling Jncome-tax Procedure draws attention 

to a ruling of the bureau of internal 

revenue which seems to have escaped general attention. The 
ruling, which was issued as S. M. 4088, reads as follows: 


‘‘A partnership which is an accounting firm of 5 members, all rendering 
services in the business, employs from 15 to 20 junior and senior account- 
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ants as assistants. The work of these assistants is subject only to a per- 
functory approval by the partnership. 

‘Held, that the profits resulting from the labors of assistants of this 
character can not be regarded as compensation received for personal 
services actually rendered by the partners and do not constitute earned 
income to the partners within the meaning of section 209 of the revenue act 
of 1924, and no part of such profit can be considered as earned net income 
unless the total amount of the net income of the taxpayer is less than 
$5,000.” 

Mr. Montgomery damns the ruling in his usual effective and 
frank way. It must be confessed that there seems to be ample 
justification for strong language. One wonders what mental 
aberration could have been responsible for so utterly ridiculous a 
pronouncement. What kind of accounting firm was the solicitor 
considering when he came to the conclusion that the work of 
assistants was subject only to perfunctory approval? We admit 
that there are organizations—fortunately only a few—to which 
such a description might apply. But it is altogether wrong to 
attribute to the entire profession a laxity which would not be 
tolerated in a reputable office. What would be the decision of the 
department in the case of a law firm employing fifteen or twenty 
junior assistants? Reading further in the ruling we come to the 
explanation. Apparently it is the accountants’ own fault, for the 
solicitor says, ‘‘In the letter of inquiry from the partnership it is 
stated : ‘We do handle a commodity in the shape of staff members, 
whose services are sold at a reasonable profit.’”” Not long ago a 
man who would like to be prominent made the assertion that 
anyone who considered accountancy a profession was guilty of 
grievous error—it was a business and nothing but a business. 
Now we find that his opinion is shared by someone else, whose 
name unfortunately is withheld by the bureau of internal revenue. 
It is the more distressing to find this decision signed by the pres- 
ent solicitor of internal revenue who knows, and has given 
evidence that he knows, the professional and valuable nature of 


accountancy. 


The great financial market of 1925 and 
the first part of 1926 is showing signs of 
metamorphosis. The bull is suffering a 
sea change and emerging asa bear. The incorrigible optimists of 
a few months ago are weeping and wringing their hands. They 
seem-to be unable to understand what is happening, or, rather, 
why it is happening. For months, indeed for years, the market 
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was steadily climbing. Prices of securities reached points out of 
all reasonable proportion to profits or surplus. The dividend 
yield on market prices became so small as to be unworthy of con- 
sideration. All the precedents of fluctuation were ignored, and 
the market went up and up, until finally it over-balanced itself 
and followed the later example of the noble duke of York. The 
pity of it is that the decline was spasmodic. Many an apparently 
substantial profit was wiped out in a single session. The descent 
has been somewhat like a colossal flight of steps leading down- 
ward—first a drop, and then a level, then a drop, then a level. 
No one knows how far the decline will go. But those who based 
their faith upon curves and graphic charts are coming to con- 
clusions which are as the sand upon the shore for multitude. No 
one agrees with anyone else. The moral of the thing is obvious. 
Such a moral has been written in the failure of many a precedent 
slump, but the public never learns, and if tomorrow the market 
should soar to unfamiliar heights the public would follow up to the 
crest and then fall over the precipice to disaster. The generally 
factitious character of the speculative markets is shown in this, 
that, whereas a year ago the markets were booming and business 
was hesitant, today business is steadily increasing in many 
branches of activity and the market is going down. And that, 
of course, brings one to the trite conclusion that the best way to 
play the speculative market is to keep out of it. 


One of the most stirring things about 

Joy for the Aged accountancy is the fervid enthusiasm 

of some of its proponents. A striking 

illustration of this is found in the activities of some of the institu- 

tions which offer correspondence courses. Sometimes, it must 

be confessed, it has seemed necessary to criticize adversely the 

statements made on behalf of certain schools. It is a pleasure, 

therefore, to be able to commend originality and appropriateness 

when these qualities appear. We have received from a friend in 

the west a letter written by a correspondence school from which 
we quote the following trenchant assertions: 


“You don’t know me and I don’t know you, but—because we are 
both human—lI know three things about you.” 


The three things are then enumerated. They might be con- 
densed into one sentence: that every man wants to improve his 
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living conditions and his revenues and that those who would 
succeed must specialize. The institution then describes itself 
as unique. It does no national advertising for students; it 
prefers to select its students—and is careful to select only those 
with proper qualifications. The writer then announces that 
‘‘My enthusiasm for this plan based upon what it has helped men 
like yourself to accomplish is so great that I could write you 
pages and pages.” All this becomes very fine and appropriate 
when we remember that the person to whom this communication 
was addressed was a lady whose age was only eighty-three years. 














Income-tax Department 
EpITED BY STEPHEN G. RusK 


During the years when excess-profits and war-profits taxes were imposed, 
based on invested capital, many harassed taxpayers sought the relief that 
seemed available to them through the provisions of section 210 of the act of 
1917 and sections 327 and 328 of the subsequent revenue acts, only to find that 
an illiberal interpretation of the language of these sections estopped them from 
success. It will be remembered that these sections of the law, liberally inter- 
preted, sought to bring into reasonable proportion the rate of excess-profits tax 
of corporations engaged in a like or similar business, so that any whose tax was 
greatly in excess of the average might have his levy reduced to the average rate. 

Therefore, when a taxpayer discovered that the excess-profits tax imposed 
upon him was greatly in excess of that upon like businesses, it occurred to him, 
quite naturally, that he should be given relief. He was reminded annually of 
these provisions by the requirement that he state in his return the names of 
three or more taxpayers engaged in a like or similar business. 

It is obvious that the commissioner must have found these provisions em- 
barrassing at first because of a lack of statistics of the invested capital and net 
income of groups engaged in like or similar business, and because of the diffi- 
culty of interpreting the phrase “‘like or similar business.’ The duty at once 
devolved upon him to interpret the language of the provisions carefully and 
to grant relief only after the most careful consideration. If he had not carefully 
and perhaps parsimoniously conceded that abnormality existed in cases brought 
to him for decision, the door would have been pushed wide open and a large 
group of taxpayers would have obtained relief that was not intended for them. 

As a result of the commissioner’s attitude, it has become generally known 
that to obtain relief under these sections one must be amply armed with facts 
and comparisons; that it is not well to assume simply because one’s excess- 
profits tax was about 60 per cent. of the net income and because salaries had 
been comparatively small, that the commissioner will throw up his hands and 
recompute one’s tax. It seemed that every contingency mentioned in the 
section had to be present and the facts quite beyond controversy, to avoid a 
denial. 

The dissenting opinion of Messrs. Trammell and Phillips on a decision of the 
United States board of tax appeals, in the case of High Shoals Company 
(docket No. 1686), upon the question of granting relief under sections 327 and 
328, illustrates the difficulties of at least one taxpayer in obtaining relief. 
This taxpayer’s appeal, which was denied by the board, was based on the claim 
that because of abnormalities of capital and income in the year 1918 it paid 
excess-profits taxes higher than the average paid by those engaged in a like or 
similar business. Its business was the manufacture of cotton cloth. Its 
original mill was constructed at a cost somewhat lower than the cost of con- 
struction of similar buildings in its vicinity. Additions were made in 1902 and 
1903 at about 50 per cent. of the then prevailing costs of similar construction. 
It developed water power on its property at a cost of $50,000 which had a 
value of $350,000. Its excess-profits taxes in 1918 were 59.31 per cent. of its 
net income, and the net income was 40.84 per cent. of its invested capital. 
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Similar abnormalities in the percentage of excess profits to net income were 
present in 1919. 
This taxpayer’s appeal was denied. The reason for denial is stated as 
follows: 
The evidence does not warrant a finding that there was such an ab- 
normality of income or capital of the taxpayer for the calendar year 1918 


and for the two-month period ended February 29, 1920, as entitles it to 
a determination of tax liability under section 328 of the revenue act of 1918. 


From a reading of the dissenting opinion of Messrs. Trammell and Phillips, 
it appears that the taxpayer presented no evidence (a) of the value of the 
buildings at December 31, 1917; (b) as to the $350,000 value of the water 
power it developed at a cost of $50,000; (c) that its tax was disproportionate as 
compared to those engaged in like or similar business. It appears, however, 
that evidence was adduced that the costs of the buildings were included in 
invested capital at a much lower value than the prevailing prices when they 
were constructed; that because of the low cost of its water power the cost of 
hydro-electric power to this taxpayer was much less than the cost of this 
power to others, thus supporting the taxpayer’s estimate that its water had a 
reasonable value of $350,000. 

How the taxpayer could prove that his tax was disproportionate to that paid 
by others in a like or similar business is, of course, not the affair of the board, 
but, as the dissenting opinion points out, since there seemed sufficient evidence 
adduced to indicate an abnormality of income and capital that would work a 
hardship upon the taxpayer, the board would only be following its own prece- 
dent if it “‘had referred the case back to the commissioner for the selection of 
comparatives and the determination of the tax based upon the use thereof’’. 

Here is a case that seems to fall well within the provisions of sections 327 
and 328 of the act of 1918, and where the taxpayer was entitled to relief if the 
comparatives indicated its tax to be disproportionate; yet without an endeavor 
to learn what the comparatives would show this taxpayer was denied his 
reasonable contentions. 

“‘Insufficient evidence”’ is a reef upon which many a sturdy tax ship has been 
wrecked. Evidence is a term that can not be adequately defined, but even 
those eminent in the legal profession say: A lawsuit is not won until the ultimate 
court decision is had—regardless, apparently, of the clarity of the question at 
issue, the apparent adequacy of the evidence and the skill with which the 
case is presented. 


SUMMARY OF RECENT RULINGS 


Where insured members deposited with a society an amount estimated to 
cover a year’s losses and expenses, and this deposit and the interest thereon 
remained the property of the members, the society’s interest therein, other than 
for expenses not arising until a payment of a loss by it, it received no net 
income therefrom. 

A society insuring jewelers against fire, theft, barratry, embezzlement and 
risks of transportation, its charter not including casualty insurance, is not 
taxable under the 1916 act as a casualty insurance company. 

The act of October 3, 1917, imposing a tax on the issuance of insurance 
policies measured by the premiums charged, applies to mutual insurance to 
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jewelers, the cost of which depends upon actual losses and expenses, although 
the deposit of an estimated amount is made in advance. (United States 
district court, S. D. of New York, Jewelers Safety Fund Society v. Edwards, 
collector.) 

Invested capital under the 1918 act may include actual cash value of notes 
made in good faith, paid for stock issued, although the state law provides that 
no stock shall be issued therefor but does not render void such stock. 

Income and profits taxes are current annual expenses and proper charges 
against the earnings of the year in which they become due and payable whether 
the books are kept on a cash or accrual basis and may or may not be deducted 
from invested capital for the year in which paid when the earnings are sufficient. 
(United States district court, S. D. of New York, Kaufman & Co., Inc., v. 
Bowers, collector.) 

The time within which an appeal may be filed with the board of tax appeals 
under section 274 of the act of 1924, does not include the following day when 
the 60th day falls on Sunday. (Supreme court of the District of Columbia, 
Belmont Smokeless Coal Co. v. United States board of tax appeals.) 

A bequest to charity is exempt only where there is a certainty that the 
bequest will take affect. (Circuit court of appeals, second circuit, Kahn, et al., 
executors, v. Bowers.) 

In determining whether, on the payment of dividends, there is sufficient 
income therefor, there must first be deducted a proportionate amount of the 
excess-profits tax for the year according to the fractional part thereof which 
has elapsed, and if the excess is not sufficient to meet the dividend payments, 
the invested capital must be proportionately reduced. (Court of claims of the 
United States, Franklin D'Olier et al., v. United States.) 

A corporation is doing business and is liable for the capital-stock tax under 
the 1916 and 1918 acts, when it is doing principally what it was organized to do, 
namely, holding the stock of another corporation to raise money for it, holding 
stockholders’ and directors’ meetings, keeping books, maintaining an office, etc. 
(Supreme court of the United States, Edwards, collector, v. Chile Copper 
Company.) 

Taxes for 1917 having been assessed and paid, production of records in 
regard to income for that period can not be compelled after three years. 
(Circuit court of appeals, third circuit, Farmers & Mechanics National Bank of 
Philadelphia v. United States.) 

The object of the gift tax was to make effective income and estate-tax provi- 
sions appertaining to larger estates. 

The tax is not upon property nor upon any incidents arising from its owner- 
ship, but is an excise tax upon the transmission or transfer after the gift is 
complete, and is not subject to apportionment. 

The retroactive provisions are only an exercise of sound legislative judgment 
and are not in violation of the constitution, as taking property without due 
process of law and without compensation. 

The gift tax does not in any substantial manner impair the exercise of gov- 
ernmental powers of the states, though the subject of the gift be municipal 
securities. The fact that the law creates a lien upon the property does not 
change its character from an excise to a direct tax. (District court of the 
western district of Michigan, S. D., Blodgett v. Holden, collector.) 
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The board of tax appeals may prescribe rules for the admission of persons to 
prosecute claims before it, but denial of admissions, suspension and disbarment 
may be only after fair investigation, notice, hearing and opportunity to answer. 

One denied admission should demand the right to be heard before bringing 
mandamus to compel enrollment. (Supreme court of the United States, 
Goldsmith v. United States board of tax appeals.) 

Acceptance of principal does not preclude suit for interest where there is a 
statutory provision for such interest. 

Interest on. refunds allowed is limited ‘‘to the date of such allowance” by 
section 1324 of the act of 1921. 

The date of an allowance of a refund under section 1324, act of 1921, is the 
date of the final approval of refund by the commissioner. 

Specific protest, under section 1324, act of 1921, authorizing interest on 
refunds from date of payment is a protest setting forth its basis and reasons, 
and in its absence, interest is to be dated only from six months after filing claim. 

Under section 1909, act of 1917, allowing credit for taxes paid in advance, 
where a refund was allowed for the amount actually paid, there may be no 
recovery of interest on anything but that which was paid. (Supreme court of 
the United States, Girard Trust Co., et al., v. United States.) 


TREASURY RULINGS 


(T. D. 3790) 
ARTICLE 1503: Association distinguished from partnership. 


Income tax—Revenue act of 1918—Decision of supreme court 
1. AssOCIATIONS—PARTNERSHIPS—CORPORATIONS. 

As used in the revenue act of 1918 the term ‘‘corporation”’ includes 
associations and joint stock companies and the term “partnership” 
refers to ordinary partnerships. Unincorporated joint-stock associa- 
tions which conduct their business in the general form and mode of 
procedure of a corporation are taxable as corporations, —- 
technically such associations are partnerships under the law of the 
state where organized. 


2. SAME—CONSTITUTIONALITY. 

Congress has the constitutional power to tax as a corporation an 
unincorporated association which transacts its business as if it were 
incorporated, and the power of congress is not affected by the fact 
that, under the law of the particular state, the association can not 
hold title to property, or that its shareholders are individually liable 
for the association's debts, or that it is not recognized as a legal entity. 

3. CASE FOLLOWED. 

The case of Hecht v. Malley (263 U. S., 144 [T. D. 3595, C. B. III-1, 
489]) followed. 

The following decision of the United States supreme court in the case of 
Burk-Waggoner Oil Association v. Hopkins, collector, is published for the infor- 
mation of internal-revenue officers and others concerned. 

SUPREME COURT OF THE UNITED STATES. 
Burk-Waggoner Oil Association, plaintiff in error, v. George C. Hopkins, 
collector of internal revenue. 

[November 16, 1925.] 

Mr. Justice BRANDEIs delivered the opinion of the court. 


The Burk-Waggoner Oil Association is an unincorporated joint-stock associ- 
ation like those described in Hecht v. Malley (265 U. S., 144). It was or- 
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ganized in Texas and carried on its business there. Under the revenue act 
of 1918, act of February 24, 1919 (ch. 18, 40 Stat., 1057), it was assessed as a 
corporation the sum of $561,279.20 for income and excess-profits taxes for the 
year 1919. It paid the tax under protest in quarterly instalments, and after 
appropriate proceedings brought this suit in the federal district court for 
northern Texas against the collector of internal revenue to recover one of the 
instalments. The association asserted that it was a partnership; contended 
that under the act no partnership was taxable as such; and claimed that if 
the act be construed as authorizing the taxation of a partnership as a corpora- 
tion, or the taxation of the group for the distributive share of the individual 
members, it violated the federal constitution. The district court entered 
judgment for the defendant. (296 Fed., 492.) The case is here under section 
238 of the judicial code, on direct writ of error allowed and filed April 21, 
1924. Compare Towne v. Eisner (245 U. S. 418, 425; T. D. 2634). 

The revenue act of 1918, sections 210, 211, 218 (a), 224, 335 (c), provides 
in terms that individuals carrying on business in partnership shall be liable 
for income tax only in their individual capacity, and that the members of 
partnerships are taxable upon their distributive shares of the partnership in- 
come, whether distributed or not. It subjects corporations to income and ex- 
cess-profits taxes different from those imposed upon individuals. See sections 
210-213 and sections 230, 300. It provides in section 1: ‘“‘That when used in 
this act . . . The term ‘corporation’ includes associations, joint-stock 
companies, and insurance companies.’’ By the common law of Texas a part- 
nership is not an entity (Glasscock v. Price, 92 Tex., 271; McManus v. Cash & 
Luckel, 101 Tex., 261); an association like the plaintiff is a partnership; its 
shareholders are individually liable for its debts as members of a partnership 
(Thompson v. Schmitt, 114 Tex., —————;; Victor Refining Co. v. City National 
Bank of Commerce, 114 Tex., ); and the association can not hold real 
property except through a trustee (Edwards v. Old Settlers’ Association (Tex. 
Civ. App.), 166 S. W., 423, 426). A Texas statute provides that such associa- 
tions may sue and be sued in their own name. Act of April 18, 1907 (ch. 128, 
Vernon’s Sayles’ Texas Civil Statutes, 1914, title 102, ch. 2, arts. 6149-6154). 
Since the writ of error was allowed this court has held, in Hecht v. Malley, 
that associations like the plaintiff are, by virtue of section 1, subject to the 
special excise tax imposed by the revenue law of 1918 on every ‘‘domestic 
corporation.” 

The Burk-Waggoner Association contends that what is called its property 
and income were in law the property and income of its members; that owner- 
ship, receipt, and segregation are essential elements of income which congress 
can not aaa: that consequently income can be taxed by congress without 
apportionment only to the owner thereof; that the income of an enterprise 
when considered in its relation to all others than the owners is not income 
within the purview of the sixteenth amendment; and that thus what is called 
the income of the association can be taxed only to the partners upon their un- 
distributed shares of the partnership profits, for otherwise such a distribution 
would neither enrich nor segregate anything to the separate use of a partner. 
The association further contends that while congress may classify all recip- 
ients of income upon any reasonable basis for the purpose of imposing income 
taxes at different rates, or for other pur s connected with the levying and 
collection of such taxes, it can not tax the income of the association, for that 
would make out of a business group whose property under the law of the state 
is owned by the members individually an entity capable of owning property 
and receiving income; that to attempt this onl constitute not classification 
but an unlawful invasion of the state’s exclusive power to regulate the owner- 
ship of property within its borders; that, on the other hand, if the tax be con- 
sidered as one imposed upon the members and collected from the group, it 
would likewise be void, both because it is a direct tax not imposed upon in- 
come and not apportioned among the states and because it is so arbit and 
variable in its rates and application as to conflict with the due process clause. 
The association contends dnally that there is a conflict between the specific 
provisions of the revenue act of 1918 for the taxation of partnership income to 
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the members only and the definition of the term ‘‘corporation” in section 1; 
and that the grave constitutional doubts which necessarily arise, if the act be 
construed as attempting to impose the corporation income tax upon associations 
which by the laws of the state are partnerships, present a compelling reason 
for construing the act as not subjecting the association’s income to the taxes 
imposed upon corporations. Compare United States v. Delaware & Hudson 
Co. (213 U. S., 366, 407). 

There is no room for applying the rule of construction urged in aid of con- 
stitutionality. It is clear that congress intended to subject such joint-stock 
associations to the income and excess-profits taxes as well as to the capital- 
stock tax. The definition given to the term “corporation”’ in section 1 applies 
to the entire act. The language of the section presents no ambiguity. Nor is 
there any inconsistency between that sectien and sections 218 (a) and 335 (c), 
which refer specifically to the taxation of partnerships. The term partnership 
as used in these sections obviously refers only to ordinary partnerships. Unin- 
corporated joint-stock associations, although technically partnerships under 
the law of many states, are not in common parlance referred toassuch. They 
have usually a fixed capital stock divided into shares represented by certificates 
transferable only upon the books of the company, manage their affairs by a 
board of directors and executive officers, and conduct their business in the 
general form and mode of procedure of a corporation. Because of this re- 
semblance in form and effectiveness, these business organizations are subjected 
by the act to these taxes as corporation. 

The claim that the act, if so construed, violates the constitution is also 
unsound. It is true that congress can not make a thing income which is not 
so in fact. But the thing to which the tax was here applied is confessedly 
income earned in the name of the association. It is true that congress can 
not convert into a corporation an organization which by the law of its state 
is deemed to be a partnership. But nothing in the constitution precludes 
congress from taxing as a corporation an association which, although unin- 
corporated, transacts its business as if it were incorporated. The power of 
congress so to tax associations is not affected by the fact that, under the law 
of a particular state, the association can not hold title to property, or that its 
shareholders are individually liable for the association’s debts, or that it is not 
recognized as a legal entity. Neither the conception of unincorporated asso- 
ciations prevailing under the local law, nor the relation under that law of the 
association to its shareholders, nor their relation to each other and to outsiders, 
is of legal significance as bearing upon the power of congress to determine how 
and at what rate the income of the joint enterprise shall be taxed. 

Affirmed. 


(T. D. 3796) 
ARTICLE 1541: Dividends: (also section 213 (a), article 51.) 


Income tax—Revenue act of 1918—Decision of court 


INCOME TAx—DIsSTRIBUTIONS—-ADVANCEMENTS—W ITHDRA WALS— 
DIVIDENDs. 


Where a corporation has on hand a surplus against which the 
stockholders make unauthorized withdrawals during the taxable year 
and in a subsequent taxable year the board of directors duly passes a 
resolution distributing the surplus and declaring the withdrawals as 
dividends, the withdrawals are income to the stockholders for the 
year in which received and not for the year in which authorized by 
the board. Unauthorized withdrawals by stockholders held not a 
loan from the company to stockholders but a distribution within the 
meaning of section 201 (a) of the revenue act of 1918. 

The following decision of the United States district court for the eastern 
district of Tennessee in the case of Chattanooga Savings Bank, administrator 
of Key, v. Brewer, collector, is published for the information of internal-revenue 
officers and others concerned. 
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UNITED STaTEs District Court AT CHATTANOOGA, TENN. 


Chattanooga Savings Bank, administrator of the estate of John D. Key, deceased, 
v. L. P. Brewer, collector of internal revenue. 


[August 26, 1925.] 


This is an action brought by plaintiff, Chattanooga Savings Bank, as admin- 
istrator of the estate of John D. Key, deceased, to recover the sum of $13,555.89, 
which it alleges was illegally exacted from it by the defendant as collector of 
internal revenue. 

The Key-James Brick Co., a Tennessee corporation, was organized about the 
year 1912. Its history up to 1919 is not material to any issue here. During 
the year 1920 its directors were John D. Key, Webster T. James, D. M. Hey, 
and A. B. Adams who were dummy or paper directors required by corporation 
laws of Tennessee. They took no active management in the corporation. The 
record indicates that Hey was never at the plant at all. W. T. James was 
about the plant occasionally, but he took no active management in its affairs, 
although he was vice-president in the year 1920, and seems to have drawn a 
salary. John D. Key was in active charge. He was the president and general 
manager and active treasurer of the corporation. A. B. Adams was secretary 
and bookkeeper, acting solely under the direction of Key. 

The authorized capital of the company was $100,000, of which $69,000 was 
outstanding, leaving $31,000 unissued. Mr. Key owned fifty-two sixty-ninths 
and Mr. W. T. James seventeen sixty-ninths of this $69,000 outstanding stock. 
Qualifying shares had been issued to the paper directors, which were in turn 
assigned to Mr. Key and Mr. James. 

At the close of business December 31, 1919, the company had a surplus of 
$27,198.73. On January 15, 1920, the following entry appears upon the min- 
utes of the directors’ meeting of that date, to wit: ‘‘ Thereupon it was moved by 
A. B. Adams and seconded by W. T. James that $27,000 of said surplus be 
distributed to stockholders in pro rata of their share holdings, and motion 
was adopted. Said distribution was thereupon ordered to be made upon the 
following basis: John D. Key, fifty-two sixty-ninths of $27,000, $20,347.83; 
W. T. James, seventeen sixty-ninths of $27,000, $6,652.17, and the secretary 
was directed to credit their respective accounts accordingly.” 

As reflected by the auditor’s report, at the close of business December 31, 
1919, James was charged with $4,000 and Key with $2,500. This $4,000 for the 
most part represented advancements made to James during the year 1919, and 
was discharged on January 15, 1920, by deducting it from his dividend of 
$6,652.17, and James was given a check for the remainder. The same — 
occurred as to $2,500 charged against Key. At the close of the year 192 
the company had a surplus of net profits to the amount of $100,438.79. Out 
of this amount from time to time and at various times during the year 1920 
Key had received $53,360.80 and James had received $17,444.72. The amount 
each received was practically in proportion to the amount of the capital stock 
owned by each. The payment of these amounts in the manner and at the 
times indicated was not authorized at any meeting of the board of directors 
or at any stockholders’ meeting. Asa matter of fact, there was only one meet- 
ing of either in the year 1920, to wit, the before-mentioned meeting of the board 
of directors on January 15, 1920, and a meeting of the stockholders of the 
same date. 

The manner in which these various amounts were received by Mr. Key and 
Mr. James is reflected in the testimony of Mr. Adams, as follows: That he 
was secretary of the company in 1920 and had charge of the books and that 
personal accounts were carried on the ledger against Key and James. The 
debit and credit side of these accounts for 1920 are copied in the testimony 
written up by the stenographer at pages 47 and 48. In his capacity as book- 
keeper Adams submitted statements at frequent intervals to Mr. Key showing 
the condition of the company’s finances and cash on hand, and from time to 
time Key would teli him he wanted a cheque, and that Mr. James wanted a 
cheque as advancements, wanted to borrow some money, and that on Key’s in- 
structions he (Adams) would draw the cheque; that he had no authority 
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otherwise; that he was never consulted by Key as an officer or director of the 
company with reference to whether such withdrawals should be made; that he 
as bookkeeper knew what money was taken in and was paid, and that no 
moneys were paid to Mr. Key or Mr. James without his knowledge; that he 
wrote the cheques; that the cheques were signed by Mr. Key in his capacity as 
president and treasurer, but that he (Adams) as bookkeeper drew the cheques 
and made the entries on the books in the usual run of bookkeeping; that 
it was his manner as bookkeeper of keeping memoranda of the transac- 
tions; that the accounts receivable upon the books were divided into trade 
accounts receivable, suspense accounts receivable, and personal accounts 
receivable. ‘be 

Mr. Adams further testifies that neither Mr. Key nor Mr. James, Sr., the 
other two directors, ever found any fault with the way in which the accounts 
were being handled, nor was any question raised about it until the directors’ 
meeting in January, 1920; that he had not sent statements to either Mr. C. E. 
James or Mr. Hey, and that no information with reference to the withdrawals 
was sent to them from the office; that in making the entries on the books of the 
cheques and withdrawals he was simply acting as bookkeeper, and that he was 
not thereby making a record of action by the board of directors, and that in 
issuing the cheques to Key and James he simply followed Key’s instructions; 
that he never had any conversation with Mr. Key about it; that he did not 
regard the surplus or assets of the corporation in any way distributed by these 
transactions, because he considered the accounts against Key and James as 
solvent; that he regarded these transactions essentially as loans to Key and 
James, and he regarded the entries on the books as open accounts and as 
evidence of loans from the corporation to Key and James, but that no note or 
other evidence of indebtedness was given therefor. . . . 

As portrayed by the entries taken from the books on January 15, 1920, Key 
was charged with $3,326.08, and on the same date with $14,521.75, making a 
total cash received by him on that date of $17,847.83. On the same date 
James was charged with $2,652.17. On April 1, 1920, Key was charged with 
$15,072.46, and Adams was charged with $4,927.54. On July 7, 1920, Mr. Key 
was charged with $7,500 and Mr. James with $2,500. On Novembei 9, 1920, 
Key was charged with $22,982.82 and James with $7,017.18. These figures do 
not indicate all the charges upon the books against either, but I am simply 
using them as illustrating the evident fact that both were withdrawing cash 
on the same dates and each in proportion to his share holdings. 

The insistence of the defendant is that this $53,360.80 received by Key from 
the Key-James Brick Co. in varying amounts and at different times in the 
year 1920 is taxable income for 1920. The insistence of the plaintiff is that 
this fund does not represent income at all for the year 1920, but is taxable as 
income for the year 1921. This insistence is based upon the idea that the 
receipts of this fund by Key in 1920 was only a loan to him by the company, 
for which loan he was charged upon the books of the company, and that it 
could not be taxable as income until July 14, 1921, when the following resolu- 
tion was passed by the board of directors, to wit: 

“It was moved by Mr. W. A. Sadd and seconded by Mr. W. T. James that 
the amounts listed in said report as accounts receivable due from W. T. James 
in the sum of $17,444.82 and due from the estate of John D. Key, deceased, 
in the sum of $53,360.80, be written off as a dividend. Said motion carried. 
It was then regularly moved and seconded that the sum of $70,805.52 be with- 
drawn from the surplus account and distributed to the stockholders in propor- 
tion to their share holdings and said motion carried. Said distribution was 
thereupon érdered to be made as follows: W. T. James, seventeen sixty-ninths, 
or $17,444.72; estate of John D. Key, deceased, fifty-two sixty-ninths, or 
$53,360.80, and the secretary was instructed to credit their respective accounts 
accordingly.” 

I conclude from the testimony quoted above, as well as from all the other 
facts and circumstances adduced in evidence in the case, and therefore so 
find as a fact, that this sum of $53,360.80 was not a loan to Key, and was not 
so regarded. In determining this question one must look not alone to book 
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entries made by the bookkeeper, or to isolated expressions of witnesses or 
parties, but one must endeavor to visualize the entire situation as it existed. 
With the exception of a few occasional conferences with James, which seem 
to have been of slight importance, Key was as completely and unrestrictedly 
in control and management of the company as if it had been his individua]~ 
business. While Adams was in law a director, he was in fact the agent and 
employee of Key and was directed by him. The cheques for this money were 
given to Key at his instance only. If these transactions constitute a loan or 
loans, then as a matter of fact the loan was made by Key to himself, which is, of 
course, an unthinkable thing, for a borrower necessarily implies a lender. 
The charter of the company forbids any loan to a stockholder, and it will 
hardly be presumed that Key, who was not only a stockholder but president 
and manager, would openly and directly violate this provision of the charter. 

Whatever may be said as to the legal ownership of this fund being in the 
corporation, yet it remains that in point of fact and of strict right it belonged 
to Key. He and James were the sole stockholders. No other person had 
any real equitable interest therein. The money was accumulating, it was idle 
in the treasury, and James would occasionally ask that certain amounts of 
it be advanced to him. I think there appeared to Mr. Key no good reason 
why this should not be done and that he therefore at intervals made a division 
of it between himself and James, its real owners, in accordance with the shares 
of each therein, and I assume that the entries upon the books constituted in 
fact nothing more than a memorandum indicating the amounts each had re- 
ceived rather than any obligation upon the part of either to repay. Neither 
ever gave any note or other evidence of indebtedness, nor were they ever 
charged nor did they ever pay interest thereon. If the facts justify the con- 
clusion that this was not a loan to Key, then it follows that it was taxable in- 
come for 1920. 

The term “‘gross income”’ is defined by the law to include “Gains, profits, 
and income derived from . . . dividends . . . or transaction of any 
business carried on for gains or profits and income derived from any source 
whatever.”’ The revenue act of 1918 defines dividends as follows: 

“Sec. 201. (a) That the term ‘dividend’ when used in this title ss 
means (1) any distribution made by a corporation, . . . to its share- 
holders or members, whether in cash or in other property or in stock of the 
corporation, out of its earnings or profits accumulated since February 28, 1913.” 

“In order to be dividend for the purposes of the income tax, a distribu- 
tion need not be called a ‘dividend.’ There need be no formal declaration.” 
(Holmes’ Federal Taxes, p. 774, S. 407.) 

This fund constituted a portion of the earnings or profits of the Key-James 
Brick Co. for the year 1920, and was as a matter of fact distributed to its two 
shareholders in that year. 

I can not concur in the proposition so plausibly advanced by able counsel 
that the resolution of the board of directors of July 14, 1921, declaring a 
dividend and ordering a distribution ipso facto impressed this fund with the 
characteristics of income for 1921. At the date of this resolution directing 
that ‘‘the sum of $70,805.52 be withdrawn from the surplus account and dis- 
tributed to the stockholders in proportion to their share holdings,” and the 
further direction that distribution be made to pam and Key, the corporation 
did not have the money to withdraw or distribute. The money had the year 
before been withdrawn and distributed by Mr. Key. 

Real facts rather than record resolutions give rise to income. Resolutions 
of directors after all are no more than evidential. (Doyle v. Mitchell, 247 
U. S., 179 [T. D. 2723]; Southern Pac. Rd. Co. v. Muenter, 260 Fed., 837 
(T. D. 2944; C. B. 1, 216]; Douglas v. Edwards, 298 Fed., 229.) In other words 
the government is not precluded from going behind the corporation’s books and 
assessing the tax upon the basis of actual facts. If the distribution of the 
money by Mr. Key in 1920 was a distribution at all as distinguished from a 
loan, then it by the very terms of the act of 1918, section 201, subsection (a), 
was conclusively presumed to be taxable for 1920, and this because it was not 
the policy of congress, as pointed out in the cases of Harder v. Irwin (285 
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Fed., 402; [T. D. 3420; C. B. II-1, 6]) and Douglas v. Edwards (298 Fed., 
237) to allow taxpayers by means of bookkeeping or otherwise to determine 
for themselves to what year such distribution should be allocated. 


The plaintiff advances two other propositions: 

First, to wit, that the action of Key in withdrawing this money was without 
authority, and, second, that its withdrawal depleted or impaired the capital 
stock. 

I think the second proposition would only be material in case it should clearly 
appear that the fund withdrawn was a part of the capital stock, in which 
event it would not be taxable as income. But this does not clearly so ap- 
pear, and as | view the record it is not so insisted, the testing question being 
not whether the amount involved is a part of the capital stock or income but 
simply whether it as income should be reported and taxed in 1920 or 1921. 
I do not think either proposition affects the position of the plaintiff. It is 
true that under the by-laws, article 5, section 1, ‘‘dividends shall be declared 
only from the surplus profits of the company at such times as the board of 
directors shall direct, and no dividends shall be declared that will impair the 
capital of the company.”’ If Key violated the law and by-laws in either of 
these particulars, it might be a matter of which the corporation itself or a 
creditor thereof could be heard to complain in a proper case, but I apprehend 
that the plaintiff can not be heard to make this objection in this case. Key 
died January 1, 1921. If he had lived and had brought this action he could 
not have been heard to say that because in 1920 he distributed this income in 
violation of the by-laws that he thereby gained an advantage by reason of 
his unlawful act, and certainly his administrator can stand upon no higher 
ground. But however the distribution of this fund by Key may be regarded 
in the light of the by-laws, yet as applicable to the substantive law of the land 
it can hardly be regarded as unlawful. Heand Mr. James owned this fund; it 
in all equity belonged to them. No other director had any real interest in 
it nor did any creditor. I assume that it is the law that ‘‘ Where the officers 
of a corporation distribute the profits among the stockholders, without authori- 
zation by either the directors or stockholders, the corporation may be bound 
by the acquiescence of all the stockholders. And where the rights of third 
persons are not thereby impaired, the distribution of the profits of a corpora- 
tion among its stockholders without any action on the part of the board of 
directors, but by the consent or agreement of all the stockholders, is the 
equivalent of a dividend. Hence an agreement between all the stockholders 
as to the manner in which the profits of the corporation shall be disposed of 
may be enforced where the rights of creditors or of third persons dealing with 
the corporation are not thereby impaired.”” (Corpus Juris, vol. 14, p. 807, 
sec. 1227, and cases cited in footnotes. Spencer v. Lowe, 198 Fed., 963; Ather- 
ton v. Beaman, 264 Fed., 881; Ratcliff v. Clendennin, 232 Fed., 66.) 

Entertaining these views, I think the bill should be dismissed, and it will 
be so ordered. 
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AMERICAN INSTITUTE OF ACCOUNTANTS EXAMINATIONS 


(Note.—The fact that these answers appear in THE JOURNAL OF ACCOUNT- 
ANCY should not lead the reader to assume that they are the official answers of 
the board of examiners. They represent merely the personal opinions of the 
editors of the Students’ Department.) 


EXAMINATION IN AUDITING 
NOVEMBER 12, 1925, 9 a. M. To 12:30 P. M. 


The candidate must answer all the following questions: 
No. 1 (10 points): 
What would you do in auditing the accounts of a corporation for the first 


time with regard to items appearing on the balance-sheet under the headings 
“land” and “buildings”’? 


Answer: 


This would depend on the scope and purpose of the audit, as well as on 
whether the assets were to appear on the balance-sheet at book values, with 
full responsibility assumed by the accountant, or at appraised values with the 
responsibility placed on the appraisers. 

Assuming that the assets are to appear on the balance-sheet at book values 
with full responsibility assumed by the accountant, it would be necessary to 
examine the property accounts from the inception of the business, noting that 
the charges to the account represent properly capitalizable items. This would 
not necessarily involve an exhaustive verification of all charges, but it would 
involve comprehensive tests of the principal charges. It would also be neces- 
sary to determine that the account had been relieved of the cost of assets 
abandoned. Theoretically the title to the property should be determined to be 
in the name of the company. 

If the property has been appraised at a recent date, it is necessary only to 
examine the entries from the date of the appraisal. If the property is to be or 
has been appraised as of the balance-sheet date, the entries for capital and 
revenue charges should be examined for the period under audit, but the purpose 
of this examination is to determine that the profits are correctly stated, rather 
than to determine that the property is correctly valued, as the responsibility 
for the property valuation is to be placed on the appraiser. 

In many cases it is customary to examine the entries in the property account 
for the audited period only, even though there has been and is to be no ap- 
praisal. This is true particularly when the company has been in business for 
a long time and a complete examination of the property accounts would be a 
laborious task. But in such cases the auditor should properly qualify his re- 
port to indicate the limitations as to the examination of the property accounts. 

In all the above cases, the auditor should examine the provisions for deprecia- 
tion so as to be able to state in his report the facts in regard to them. He 
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should also determine whether the property is clear of encumbrances, and 
should indicate that it is not clear if such should prove to be the case. 


No. 2 (10 points): 

You have completed an audit of corporation “A” and have discovered that 
its financial condition was verging on bankruptcy. Later, you are required to 
audit the accounts of corporation ‘X”’ and you ascertain that this concern has 
on its books, considered as a good account receivable, a substantial amount 
charged to corporation ‘‘A’’ for merchandise sold. What would be your atti- 
tude with regard to the accounts receivable of “‘X’’? 


Answer: 


This question involves an accounting principle and an ethical principle. 
They are both clear. The accounting principle requires that if the account 
receivable from ‘“‘A” is not good, a reserve should be established against it. 
The ethical principle requires that the auditor should not disclose to the 
officers of ‘‘X"’ any facts with regard to the financial condition of “‘A’’ which 
he has obtained from the examination of ‘“‘A’’’s books. It therefore becomes 
a matter of diplomacy. One possible method of dealing with the question 
would be to examine the account with ‘‘A” to determine whether payments in 
the recent past have been less prompt than before or not. If this should be 
the case, insistence upon a reserve provision might be based upon that fact. 

Incidentally, if the discussion of this account brought to light the fact that 
the officers of ‘‘X” were unacquainted with the financial condition of “A”, 
the auditor might properly place less credence in what these officers may have 
to say about the probable collectibility of the other accounts. 


No. 3 (10 points): 


What governs the propriety of expenditures by (a) a municipality; (b) an in- 
stitution supported by private and public funds? State the basis for the keep- 
ing of such accounts as distinguished from accounts of commercial concerns. 


Answer: 


(a) The propriety of expenditures by a municipality is governed by (1) the 
action of the proper body in authorizing such expenditures and appropriating 
funds therefor in the manner provided by the city charter and ordinances and 
by state laws, and (2) certification by the proper officers or employees as to the 
receipt of goods, performance of services, correctness of quantities, quality, 
prices, etc., and (3) approval, before payment, by council, council committee or 
designated officers, if required by law. Before payment, there must be avail- 
able funds appropriated for that particular purpose. 

(b) In the case of institutions supported by private and public funds, the 
propriety of expenditures made from the public funds is governed by considera- 
tions similar to those applying to municipal expenditures, while expenditures 
from private funds are dependent for their propriety upon conformity with any 
restrictions which may be placed upon the use of such funds by the donors. 

In addition to accounts showing the revenues and expenditures of municipali- 
ties and institutions, accounts are also necessary for recording the amounts of 
appropriations or donations for various purposes, and showing the expenditures 
made in accordance therewith. Fund and appropriation accounts reflecting 
the amounts available for specific purposes are a distinguishing feature of 
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municipal and institutional accounts, as compared with those of commercial 
concerns. 


No. 4 (5 points): 

In the audit of a concern selling merchandise on the instalment plan, in what 
manner would you determine the validity of the accounts receivable and the 
reserve necessary for bad debts? 


Answer: 

The validity of the accounts (i. e., their status as bona-fide claims against 
customers, regardless of their collectibility) would be determined by examina- 
tion of the instalment purchase contracts, and by examination of credits to 
determine that some one was actually making payments on the accounts. 

The amount of the reserve for bad debts would depend upon whether the 
concern took up its profits in total or by instalments pro-rata to collections, and 
also on the ability to recover the merchandise in case of default in payments, 
and the value of such merchandise if recovered. 

If the concern is following the practice of taking up the profits on the instal- 
ment sales in proportion to the cash collections, a reserve might not be neces- 
sary, as the deferred profit account is in itself virtually a reserve, particularly if 
the merchandise can be recovered in a valuable condition. If the merchandise 
will have decreased considerably in value, a reserve should be established for 
the probable gross loss on the merchandise recovery, less the amount of cash 
already collected and not taken up as a profit. 

If the concern is taking up the profits in full at the close of the period in which 
the sale is made, a liberal reserve will be required, as losses on instalment sales 
are almost invariably larger than losses on sales with short credit terms. The 
reserve may be established on the basis of experience data, or on the basis of an 
analysis of the accounts on the books, with particular reference to the prompt- 
ness with which collections are being made. 


No. 5 (10 points): 

In preparing a balance-sheet for a corporation where cash funds are carried 
at 30 branches, you are led to believe that the concern is inflating its cash item 
through ‘“‘kiting’’ or otherwise. Detail all steps you would take to verify the 
correct amount of the cash item, and indicate which steps would lead to dis- 
covery of the manipulations. 


Answer: 

Of course all bank accounts should be verified as of the same date, and the 
accounts of the branches with the home office should be verified as of the same 
date. It is assumed that the cash transfers from one branch to another, as well 
as transfers of cash from branches to the home office, are passed through the 
accounts of the branches with the home office, and that branches do not carry 
accounts with each other. 

In addition to the usual certifications and reconciliations in respect to bank 
accounts, particular attention should be given to transfers on or immediately 
preceding the balance-sheet date. For, if the concern is inflating its cash by 
“kiting”, the inflation would be accomplished by actually sending funds from 
one location to another in time to get them into the bank account of the 
recipient, but too late to have the cheques get back to the sender’s bank. The 
sender would of course not enter the cheque as a disbursement, and the bank, 
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not having had the cheque presented, would not show it as a charge to the 
depositor. Manipulations of this nature might be detected, first, by reconcili- 
ation of the branch home-office accounts, for if the recipient has taken up the 
cash as a receipt by credit to the sender, and the sender has not entered the 
cheque as a disbursement by charge to the recipient, the reciprocal accounts will 
not reconcile. For this reason particular attention should be given to entries 
affecting the current accounts made immediately prior to the end of the period. 
Or the manipulation might be detected by reconciling the bank account at a 
date subsequent to the balance-sheet date, and noting from the bank statement 
the payment of a cheque not recorded on the sender’s books prior to the close of 
the period. 

If the inflation is concealed by an entry purporting to represent a transfer of 
funds not actually made, with the object of covering a shortage by creating the 
appearance of having cash in transit, the manipulation should be detected by 
the reconciliation of the current accounts and by attempting, but being unable, 
to trace the in-transit funds into the cash of the supposed recipient within a 
reasonable time after the balance-sheet date. 


No. 6 (10 points): 

A machine was constructed and charged to machinery account nine years 
ago, together with other machines made at the same time, and a separate cost 
of each unit of machinery was not kept. According to regular practice, still in 
force, a credit was set up, in a reserve account, for depreciation of machinery at 
the rate of 10% on the total machinery account. At the end of nine years, this 
machine was sold for $1,000 and you can secure no more accurate information 
as to cost than the engineer’s opinion that the item sold must have cost to con- 
struct somewhere between $10,000 and $15,000. A new machine was pur- 
chased for $15,000 to replace the old one sold. What entries should appear on 
the books to record the sale of the old machine and purchase of the new? 


Answer: 

Whatever the cost of the machine may have been, it is evident that at the 
end of the ninth year there was accumulated in the reserve account ninety per 
cent. of its cost. As the exact cost is not known, the only question arising is 
What estimated cost shall be used in ascertaining the gain or loss resulting from 
the sale of the asset? 

If the $10,000 is accepted, the following entry should be made: 


Reserve for Genrectation. .. . 2... ccc ccc cans 9,000 
I sg so cdindcceedbac¥ee deste $10,000 


This entry is based on the assumption that the depreciation for the ninth year 
has been set up in the reserve. 
If the $15,000 valuation is accepted, the following entry should be made: 


A Diba she oe ad) ahah dapaaecus > oo @ paten sot $1,000 

Reserve for depreciation.....................4. 13,500 

NS ce ah Ix Merced eho. A eteiRe eas eee eee g 500 
ES ones kcbvdcbsbucsconses $15,000 


It will be seen from the above entries that the net difference between the two 
methods is a surplus charge in the second entry, which reduces the net book 
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value of the machinery $500. The second method probably should be adopted, 
because it is the more conservative procedure. 

The acquisition of the new machine would be recorded by a debit of $15,000 
to the machinery account and, presumably, a credit of the same amount to 
cash. 


No.7 (15 points): 

State the steps which should be taken by an auditor, engaged on an audit 
after the books have been closed, to verify quantities and values of inventories 
of raw materials and finished goods, in order that these items may be stated in 
the balance-sheet without qualifications. 


Answer: 


Since the audit is being conducted after the books have been closed, which 
would probably be some little time after the balance-sheet date, the auditor 
would have no opportunity to supervise the taking of the physical inventory. 
In all probability he could not make an adequate verification of quantities 
unless the concern maintained a perpetual inventory. If a perpetual inventory 
is maintained he could test some of the quantities shown by the perpetual-in- 
ventory records at the time of his audit against the physical quantities on hand 
at that date, and could work the perpetual inventories back to the balance-sheet 
date by application of the interim transactions. The balances shown by the 
perpetual inventories as of the balance-sheet date could then be compared with 
the quantities shown by the physical inventory. The extent to which he could 
rely on the perpetual inventories would also depend on the frequency with which 
the concern corrected its perpetual-inventory records by physical counts. 

The prices applied to raw materials in the inventory should be compared 
with purchase costs, as shown by invoices, and with current market prices at the 
balance-sheet date. The prices applied to finished goods should be checked 
against the costs shown by the cost records, and the adequacy and propriety of 
the cost-finding methods employed should be given consideration. 

The extensions and footings of the inventory should also be verified; the 
auditor should determine that all goods included in the inventory have been 
recorded as purchases; that no goods held on consignment are included in the 
inventory, and that the merchandise has not been pledged as security for loans. 
He should also see that the quantities shown are reasonable, with respect to the 
concern’s requirements, and should make some attempt to determine that 
obsolete stock is not carried at original full value. 

Many auditors regard it as expedient to obtain an inventory certificate from 
the company officers, covering quantities, prices, exclusion of obsolete stock, 
and other matters which affect the validity of the inventory. 


No. 8 (8 points): 

As auditor for a corporation, you have made a balance-sheet audit as of 
December 31, 1924, and in the previous year, a balance-sheet audit as of De- 
cember 31, 1923. You are now, in 1925, after submitting the report for De- 
cember 31, 1924, asked by the client to certify as to the net earnings for the 
year 1924. What further examination would you consider necessary, and why? 


Answer: 


The additional work would involve the verification of the nominal accounts 
showing the income and expenses for the year, and this would require the trac- 
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ing of ledger entries back to their original sources. This would mean proving 
the balances of the ledger accounts, checking the postings from the books of 
original entry to the ledger, testing the footings of the books of original entry, 
and tracing the entries in the books of original entry to supporting documents in 
the form of vouchers. The auditor should not only test the vouchers for cash 
disbursements, but he should also prove such matters as purchases by reference 
to invoices and receiving records, and sales by reference to sales invoices, 
shipping records, etc. 

Some of the detail work incident to a complete audit would not now be re- 
quired because tests would have been made (of capital and revenue distribu- 
tions, etc.) in the course of the balance-sheet verification, and work already 
done should not be duplicated. 

The additional work described above would be necessary in order to verify 
the revenue and expense transactions and records during the year, as the bal- 
ance-sheet verification merely establishes the validity of the recorded assets and 
liabilities at the end of the year. 


No. 9 (10 points): 


A corporation is engaged in developing commercial patents. Direct cost is 
charged to each such development. venty per cent. of all other expenses or 
costs is distributed to the developments on a direct-cost ratio, the remaining 
thirty per cent. of overhead being charged to profit and loss. Approximately, 
one of four such projects undertaken becomes commercially successful and is 
sold. Excess of selling price over the development account for the patent sold 
is credited to income. In auditing the records, would you approve the general 
method followed? What general changes, if any, would you recommend? 
Give the accounting principles which apply. 


Answer: 


The general methods followed should not be approved. Accounting prin- 
ciples require that a distinction be made between production overhead costs 
and selling, general and administrative expenses. From the statement of the 
question it appears that an arbitrary ratio of 70 per cent. and 30 per cent. has 
been used to make a distribution between production overhead and the other 
expenses. It is to be recommended that overhead costs of the development 
work be definitely ascertained and if possible apportioned with all direct charges 
to the cost of each project. 

On the assumption that it is known immediately upon completion whether 
or not a project will prove successful or unsuccessful, it is recommended that the 
cost of all unsuccessful projects be charged to an account called “development 
costs of unsuccessful patents.’”’ The cost of successful patents should be 
charged to a “‘cost-of-successful-patents”’ account. 

In determining the profits for the period, 75 per cent. of the cost of projects 
uncompleted (the work-in-process account) should be charged to development 
costs of unsuccessful patents, as only one of four projects undertaken will 
prove successful. The remaining 25 per cent. of the work-in-process account 
will be a conservative valuation for balance-sheet purposes and will be consist- 
ent with the accounting principle which requires that no profits be anticipated 
and that provision be made for all losses, 


378 








Students’ Department 


oo 
— 








The profit-and-loss statement should be set up as follows: 


NR es hu Asal eke Bhd Uoeens ae eeeees $ 
Cant OF UN OI 6 5 oh a Seckssal wcities tenes $ 
Gross profit on patents sold...................000- $ 
Development costs of unsuccessful patents.. $ 

Selling, general and administrative expense—————-__ $ 
Doak Resend Gar Gt GONE oo 0 5 eos ca vccasdcccscdsnd $ 


If it is impossible to determine immediately which patents will prove suc- 
cessful and which will not, the costs of unsold patents may be shown in the 
balance-sheet at the amounts determined by charging them with direct costs 
and production overhead (excluding selling and general expense) and a reserve 
should be established for three-fourths of the production cost of the year. As 
patents are proved to be unsuccessful their cost can be written off against this 
reserve. 

The ratios of 75 per cent. and 25 per cent. have been used arbitrarily because 
three of four patents are said to be unsuccessful. This ratio, of course, assumes 
that all patents cost the same amount, which is obviously not true, or it would 
not be necessary to maintain careful cost records. If, at the end of the year, 
there is available any information regarding probably successful and unsuccess- 
ful patents, this information should be used to modify the provisions for unsuc- 
cessful patent losses. 

No. 10 (12 points): 
State whether you would give an unqualified certificate, qualify your certifi- 


cate, or refuse to sign the accounts, and give your reasons briefly in each of the 
following cases: 

(a) The officers of a manufacturing corporation insist on your showing in- 
ventory at a price which is salutenttalie in excess of either cost or market value 
of raw material plus manufacturing cost. 

(b) The directors of a corporation decline to permit any mention whatever of 
dividends in arrears on cumulative preferred stock. 

(c) A large company being audited by you, which manufactures many differ- 
ent products, is being sued for infringement on account of the use of a process. 
You are assured by the officers that there is no liability. 

(d) The company under audit in good financial condition has adopted an 
extensive construction programme, and plant account is being charged when 
individual units are completed. No liability appears on the be = for plant 
contracted for but not yet constructed. 


Answer: 

(a) If the inventory is overvalued because of having been priced in excess of 
either cost or market of raw material plus manufacturing costs, the certificate 
should be qualified. The overvaluation affects both the balance-sheet position 
and the earnings. If the overvaluation is relatively small in comparison with 
the other assets and with the profits, it would not be necessary to state the 
amount of the overvaluation; but if the overvaluation is so large as to affect 
materially either the financial condition or the profits, the auditor should refuse 
to sign the certificate unless the amount of the overvaluation is clearly stated. 


(b) Since the directors decline to permit any mention whatever of dividends 
in arrears on cumulative stock, the auditor is unable to have recourse to a quali- 
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fication in his certificate. He should then refuse to sign a certificate, as the 
rights of the preferred stockholders against the surplus are so significant both 
from their standpoint and from the standpoint of the common stockholders 
that the failure to mention the dividends in arrears would constitute a material 
falsification of the statement. 

(c) If the concern is being sued for infringement, a contingent liability cer- 
tainly exists. The assurance of the officers that there is no liability can not be 
accepted as final, for at the best the assurance is only an expression of opinion; 
and clearly opinions differ—otherwise the company would not be facing a suit. 
A footnote to the balance-sheet, or a qualification in the certificate, would be 
indicated. 

(d) This question appears to mean that the concern gives no effect in its 
accounts to liabilities, which will accrue upon completion of construction, but 
takes up the liabilities only when they become established. There does not 
appear to be any reason why mention should be made of the fact that liabilities 
are to be incurred for construction purposes, so long as the balance-sheet re- 
flects all such liabilities which actually exist. 


PROFITS OF SALVAGE DEPARTMENT 


The solution to the problem referred to in the following letter appeared in the 
Students’ Department of the February, 1926, issue of THE JoURNAL oF Ac- 
COUNTANCY. 

Editor, Students’ Department: 

I have read the answer to problem 1, part 1, of the examination in accounting 
of the American Institute given in November, 1925, and am unable to see where 
the third point required by the problem to be discussed is covered by the 
answer given. The first two points appear to be adequately and correctly 
handled and some little attention is paid to the question of the disposal of 
material to be sold to outsiders. 

What appears to be the most interesting point, however, is not, so far as I 
have been able to see, even mentioned. That is, after material is recondi- 
tioned and stands in the inventory of the salvage department at scrap value 
plus cost of reconditioning how should the re-issue of this material to the 
operating departments of the plant, either as supplies or plant additions, be 
treated? Assuming that the reconditioned material is equal to new, is it fair to 
issue reconditioned material at the salvage-department inventory price, say, 
$5.00 per unit, to one department and to issue material which will perform 
identically the same functions for the same time at, say, $10.00 per unit? Also 
should the same procedure be followed with supplies as with permanent assets? 

In other words, it is obvious that the profit made by the salvage department 
on reconditioned supplies is a true realized profit as the same service is received 
from the $5.00 unit as from the $10.00 unit. This profit will inevitably be 
shown either as profit in the salvage department or as decreased expenses in the 
operating department. 

On the other hand reconditioned fixed assets, if charged out at new prices, 
will show a profit in the salvage department which would not have been re- 
flected in operations until the fixed asset is depreciated. Again, from an ad- 
ministrative and statistical point of view is it not perhaps desirable to show the 
profit—that is, the difference between new and reconditioned cost—as 
articles are issued in the salvage department? If this is not done is it not 
possible that the work of the salvage department may not be as productive as 
possible? The strict cost basis for the salvage department to which the 
author of the answer given seems to incline would make it very difficult to 
determine whether or not the salvage department was a profitable undertaking 
and run on the proper lines. 
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The foregoing is only intended to raise certain questions suggested by the 
problem which were presumably in the mind of the author of the problem. A 
discussion of these points would, I think, be appreciated. 

Yours truly 
MAURICE E. PELOUBET. 
New York. 


The following reply has been written by the editor of this department. 


Sir: 


I have your letter of February 9th, in regard to my solution of the salvage 
problem. My strong conviction is that the issues from the salvage department 
should be made at the costs as determined in the manner suggested in the solu- 
tion, and that profits should not be taken on salvage work at the time of issue 
from the salvage department. 

Your argument that unless salvaged stock is issued at cost to purchase 
similar materials the true results of the operation of the salvage department 
would not be ascertainable, seems open to the answer that the values of sal- 
vaged stock as determined by the suggested methods can be compared on 
auxiliary statistical records with costs new, without taking up anticipated 
profits in the accounts. I confess I am more impressed, and somewhat baffled, 
by your argument that it is not fair to one department to issue a salvaged 
Hy to it for $5.00 and issue a similar new article to another department for 

10.00. 

I assume that I have your permission to publish your letter. It may provoke 
some interesting discussion. I wish that there could be more of that sort of 
thing in the Student’s Department. 

Yours truly, 
H. A. FINNEY. 


While the solution of the problem in question did not deal at length with the 
question of values to be applied to issues from the salvage department, whether 
such issues go into operations or into fixed assets, it was thought that the under- 
lying principle was adequately stated in the first paragraph of the solution, as 
follows: 


In general, the operation of the salvage department should not result in 
the taking up of any profit, as profits are made by sales and not by recon- 
ditioning fixed assets or by making good damages to product in process. 


The crux of Mr. Peloubet’s excellently stated argument appears to be found 
in the following statement in his letter: ‘‘In other words it is obvious that the 
profit made by the salvage department on reconditioned supplies is a true 
realized profit as the same service is received from the $5.00 unit as from the 
$10.00 unit. This profit will inevitably be shown either as profit in the salvage 
department or as decreased expenses in the operating department.” 


If it is true that ‘‘the profit made by the salvage department on recondition- 
ing supplies is a true realized profit’’, then it of course follows that the profit 
must be taken up when the reconditioning work is done, and it necessarily fol- 
lows that the reconditioned materials must be charged into operations or plant 
at the price which would have to be paid for new materials. 
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But the editors of this department think that the case would have been 
stated more nearly in conformity with established principles as follows: In other 
words, it is obvious that the saving made by the salvage department on re- 
conditioned supplies will eventually become a realized profit (assuming future 
sales) by reason of the decreased expenses in the operating department, as the 
same service is received from the $5.00 unit as from the $10.00 unit. 


Suppose that we accept Mr. Peloubet’s point of view and see where it may 
lead us. The difference between the cost of salvaged material and the price 
which would have been paid for a new article is to be taken up as a profit of the 
salvage department, and the operating departments are to be charged with the 
article at the assumed market cost. That is to say, we shall take as a profit the 
difference between what it costs us to recondition or make a thing and the price 
at which we would have to buy it, and thus we shall determine whether the 
salvage department is profitable or not. 


We now find that we require a considerable quantity of new machines and as 
there has been a lull in the demand for our products it is decided to set our 
somewhat idle plant at work on the construction of the machines, which are to 
be installed in an entirely new department. When we have finished the 
machines our cost records show that they cost considerably less to make than 
we would have been required to pay for them if we had purchased them from 
outsiders. So we take them up at what they would have cost, because we 
want to show that the manufacturt of the machines in our own factory was 
profitable, and because it is not fair to the old departments to charge them with 
their machinery at the purchase cost while allowing the new department to get 
its machinery at a lower cost to make. The profit goes into profit and loss and 
helps materially to keep up a good showing during the lull in the demand for 
our products. 


Carry it a little further. We believe that there is a strong demand for a 
certain product, and we decide to go into business to sell it. At first we buy it 
from a manufacturer, and our profit is the difference between what it costs us 
and the price for which it sells. 


But we believe that we can do better by making the product ourselves. So 
we establish a factory, and because we wish our books to show that the opera- 
tion of the factory (like the operation of the salvage department) is a profitable 
undertaking, we take up as a profit at the time of manufacture the difference 
between what the articles cost us to make and what they would have cost us to 
purchase. Also there is another reason for doing this. We are handling two 
products, each marketed by a separate department. We manufacture one 
product and buy the other, and we do not think it fair to the department which 
markets the purchased article to charge it with the purchase cost, when we 
charge the other department with a somewhat lower cost for the manufactured 
article. 

The question seems to get back, therefore, to the old distinction between a 
saving and a profit, and to the fundamental principle that profits are made only 
by sales. It is possible that unfairness to one department might be overcome 
by determining the average cost of new articles purchased and old articles re- 
conditioned, and thus give all departments the benefit of the saving. 
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ACTUARIAL PROBLEM—EFFECTIVE INTEREST RATES 
The following problem was given in the May, 1925, Illinois C. P. A. exam- 
ination: 
A is considering two propositions for the investment of $75,000 for an estate. 
The first proposition oe him six 7% notes, maturing as follows: 














CE ss iv seb esses seenase cs aeheeen $5,000 
IIIS 6's 60s sfursd ce deina eee suee tne 5,000 
GS EES 6 9. 0 00+. cdaeatdweenneps eaagaans 5,000 
ict cccshaknavne anendibeees 5,000 
a ss c.vbcandasenvess tbubdbheane 5,000 
CO a > wba Sea ss cncsevcazeet eee 50,000 
TI 66k tgs ce RR ee eee $75,000 
The second proposition offers two 5% notes, maturing as follows: 
Oh NE BE EG hay os 600 0knbcencenesadewentn $25,000 
Fg Se ere eer rrr ere ree 60,000 
TUE «anatase c0besakbisseese sean $85,000 








In each case the loan is adequately secured and the interest is payable semi- 
annually; each proposition is offered to A for $75,000 in cash on July 1, 1925. 

A requests you to determine which proposition is the better one for him to 
accept. State your findings and demonstrate the correctness of your answer. 

Given—The present value of 1, ten periods hence at 34%, .708919. 


Since the two loans are equally well secured their relative attractiveness 
appears to depend wholly upon the rates of income earned. The first series of 
notes bears interest at 7% per annum, payable semi-annually. They are 
offered at face value. As there is to be no premium or discount on their pur- 
chase they will yield 7% per annum, or 344% semi-annually. If the second 
series of notes will yield more than 344%, they should be purchased; if they will 
yield less than 344% they should not be purchased. 

Hence the solution takes this form: Determine what should be paid for the 
second series of notes on a 34% semi-annual basis. If this price is more than 
$75,000, their purchase at $75,000 will result in an income of more than 34%, 
and they should be purchased. But if the price on a 344% basis is less than 
$75,000, purchase for $75,000 will result in a yield rate of less than 344%, and 
they should not be purchased. In determining the price to be paid for the 
notes of the second proposition, the value of each note must be computed 
separately. 

Price to be paid for the $25,000 note on a 344% basis: 

Present value of principal at July 1, 1925: 


$25,000 X .708919 (present value of 1 due 10 periods 
OR ET CELA TPG Te ee Poa eee $17,722.975 
Present value of interest at July 1, 1925: 


1 — . 708919 = . 291081 (compound discount) 
.291081+ .035 =8.3166 (present value of annuity of 1 for 


10 periods) 
$625 (semi-annual interest on $25,000 at 5%) X8.3166= 5,197 .875 
eee... 4s chic hss Vales wok s bese $22,920.85 
SSS 


ee 
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Price to be paid for the $60,000 note on a 344% basis: 
Since this note runs for 10 years, or 20 periods, it is necessary to determine 
the present value of 1 for 20 periods at 314%, which is done thus: 
. 708919 & . 708919 = . 502566 
Present value of principal at July 1, 1925: 
$60,000.00 .502566=............. ee Tere $30,153.96 
Present value of interest at July 1, 1925: 
1 — .502566 = .497434 (compound discount) 
.497434 + .035 =14.2124 (present value of annuity of 1 for 








20 periods) 
$1,500 (semi-annual interest on $60,000 at 5%) KX 14.2124= 21,318.60 
ME i bo. vc oe eR cuaine Md are ee eens $51,472.56 
Price of $25,000 note on 344% basis................. $22,920.85 
Price of $60,000 note on 34% basis................. 51,472.56 
Is div dh ew gee kak ata ware. diein-G akaiGiad dome eth ania’ $74,393.41 


As the above amount is the price which could be paid to acquire the notes on 
a 7% basis, their acquisition at a cost of $75,000 would result in a yield rate of 
less than 7%, and hence they are relatively undesirable as compared with the 
other notes which will yield 7%. 

The correctness of the answer may be demonstrated in two ways. First, a 
table of accumulation may be built up, starting with the $74,393.41, and 
showing that the balance in the investment account will be $60,000 at the time 
when the second note comes due. This would prove that the price on a 34% 
basis is $74,393.41. Second, a table may be set up starting with an investment 
of $75,000. This would be on the assumption that $75,000 was paid for the 
second series of notes, and the object of the table would be to show that in 
order to earn 7% annually on the investment the second note would have to be 
more than $60,000. Such a table is given below: 


Income Cash 


Period .035 of interest Discount Investment 

, amortized 

investment collected 

$75,000.00 
1 $2,625.00 $2,125.00 $500.00 75,500.00 
2 2,642.50 2,125.00 517.50 76,017 .50 
3 2,660.61 2,125.00 535.61 76,553.11 
4 2,679.36 2,125.00 554.36 77,107 .47 
5 2,698.76 2,125.00 573.76 77,681.23 
6 2,718.84 2,125.00 593.84 78,275.07 
7 2,739.63 2,125.00 614.63 78,889.70 
8 2,761.14 2,125.00 636.14 79,525.84 
9 2,783.40 2,125.00 658 .40 80,184.24 
10 2,806.45 2,125.00 681.45 80,865.69 
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The collection of the $25,000.00 note reduces the investment to 


Period 


11 
12 
13 
14 
15 
16 
17 
18 
19 
20 


Income Cash een 
.035 of interest : Investment 
: amortized 
investment collected 
$55,865 .69 
$1,955.30 $1,500.00 $455.30 56,320.99 
1,971.23 1,500.00 471.23 56,792.22 
1,987.73 1,500.00 487.73 57,279.95 
2,004.80 1,500.00 504.80 57,784.75 
2,022.47 1,500.00 522.47 58,307.22 
2,040.75 1,500.00 540.75 58,847 .97 
2,059.68 1,500.00 559.68 59,407 .65 
2,079.27 1,500.00 579.27 59,986.92 
2,099 .54 1,500.00 599.54 60,586.46 
2,120.53 1,500.00 620.53 61,206.99 





$47,456.99 $36,250.00 $11,206.99 
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DEPRECIATION IN PUBLIC UTILITIES, by Detos F. Wircox. WNa- 
tional Municipal League, New York. 112 pp. 


Depreciation in Public Utilities is the second monograph in the series which 
is being published by the National Municipal League and, according to the 
prefatory note, ‘‘Dr. Wilcox has presented in this monograph the theory and 
application of accrued depreciation as particularly related to street railways. 
He has shown why he thinks this method of treating depreciation in public 
utilities is preferable to other methods. To substantiate his position, he has 
summarized the experience of a number of municipal railway systems”’. 

The book is divided into three chapters, the first two being devoted to a 
dissertation on the theory of accrued depreciation and the last chapter being 
a resumé and criticism of street-railway practice by the operating companies 
in ten cities, viz.: Chicago, Cleveland, Montreal, Grand Rapids, Milwaukee, 
New York, Boston, San Francisco and Detroit. 

The author is an avowed theoretical depreciationist of the “‘age-life straight- 
line” school and throughout the book takes pot shots at the opponents of the 
theory in no uncertain language, but like most of those who think as he does in 
respect to depreciation as applied to public utilities, his arguments are far from 
convincing, being merely a re-hash of those which have met with disfavor in 
rate proceedings of recent years. 

Kind reader! if you will visualize an inverted right-angle triangle, you have 
before your mind’s eye a perfect picture of the battle ground of depreciation. 
The hypothenuse represents the line of march of the straight-line theoretical 
depreciationists, whereas, the two subtending sides reflect the itinerary of the 
actualists. In other words, the theorists, to whose cause the author is an ardent 
adherent, contend that “property is diminished in value in proportion as its 
total service life is exhausted’’. The actualists, however, place fact before 
theory and argue that as long as the property as a whole is maintained, by 
repairs and replacements, at a high standard of efficiency, there is no loss in 
value until a unit is withdrawn from service for any cause (except that reflected 
by “deferred maintenance’’). The loss at the time of withdrawal, which is 
not looked upon as accruing by degrees, is provided for in the accounts by an 
equalization reserve, the credit balance of which is deemed a mere segregation 
of surplus and not an abatement of fixed capital values. 

The summary of the experience of the municipal railway systems in the last 
chapter of the book falls far short of substantiating the author’s position, as 
prognosticated in the prefatory note. In fact, the preponderance of conclu- 
sions and opinions cited would seem to repudiate his theories and the citations 
might well be included in the brief of those who disagree with him. 

The outstanding weaknesses in the age-life straight-line theory of deprecia- 
tion, as applied to public-utility property, are: 


(a) It presupposes an “inexorable, inevitable law of decay” which 
operates by mathematical formulas. 

(b) Its adherents are far from agreement as to the proper rates to be 
used for each class or unit of property and as to what consideration should 
be given to differing conditions and standards of maintenance. 
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(c) It takes no cognizance of foreshortened lives due to obsolescence, 
inadequacy or disuse from other economic causes. 

(d) It completely closes the door to the consideration of changes in 
price levels, a necessary element in arriving at “present value’ which 
the United States supreme court has held to be the proper basis upon 
which to predicate a fair return. 

(e) It inferentially brands as legally dead any unit of property which 
has ‘‘lived’”’ beyond its estimated “‘service life’’ and denies the propriety 
of any return whatsoever thereon. 


As an expedient, and as applied to property other than that owned by public 
utilities, where selling prices are determined largely by the law of supply and 
demand, and where fixed capital values are not determining factors in arriving 
at ‘rates’, the application of theoretical depreciation formulas is a simple 
and inexpensive method of estimating an item of expense, necessary for the 
determination of profits available for distribution or subject to tax. It is, 
however, an expedient only and should not be crowned with a halo of accuracy 
when facts are offered in its place. 

In relation to the deduction for federal income-tax purposes of ‘‘a reasonable 
allowance for the exhaustion, wear and tear of property used in the trade or 
business, including a reasonable allowance for obsolescence”, the following 
excerpts from Montgomery’s Income-tax Procedure, 1926 (pp. 1377 and 1378) 
are of interest as an indication of the trend of opinion of those qualified to speak 
authoritatively, and from an unbiased standpoint, on the subject of straight- 
line depreciation. 

In measuring the “‘reduction’’, in order that it may be converted into 
a dollar and cent expense, the treasury has on the whole conformed to 
good accounting principles. Nevertheless it must be en that in 
the past good accounting practice has been governed largely by expediency, 
since at the best the measurement of austion or depreciation is an 
estimate. For that reason there has grown up a rather slavish adherence 
to the principle that the reduction in value is “gradual”. In many in- 
stances it is not. Some machinery is like a good saddle. Its value new is 
something less than its value “‘broken in”. But to break away from the 
partly erroneous “‘gradual” theory to the more complicated evaluation 
theory may not be practicable in the administration of income-tax laws. 
There is, however, no good reason why taxing authorities should argue 
that the “‘gradual” exhaustion principle is a true one. It is far, far from 
that and it merely makes some of the rulings, in the endeavor to support 
a fallacious theory, sound quite foolish. 
In Tiedemann Sons’ appeal (1. B. T. A. 1077) the taxpayer for some 
ears arrived at its deduction by valuing its depreciable assets at the 
lodesinn and end of each year. . . . The commissioner substituted the 
straight-line method and found a deficiency. . . . The author regrets 
that a good word was not said for a method which may be in force some 
day. The “straight-line” basis may not survive. 

The following excerpt from the United States board of tax appeals reports 
in the Appeal of The Kinsman Transit Co., decided January 31, 1925, is quoted 
as further evidence of the trend of opinion of those who (to borrow Dr. Wilcox’s 
phraseology) are not concerned with “ propaganda in connection with valuation 
and rate cases” and are not “subsidized experts” or “appraisal engineers 
trained not to see what the owners do not wish them to see”. 

There are a number of methods of computing depreciation which lead 
to widely different results and each method has its particular advocates. 
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Experts themselves admit that it is a guess even when based upon inspec- 
tion or relevant facts, yet we are asked to adopt a formula which can be 
applied to bulk freighters as a theoretical yardstick in measuring the depre- 
ciation sustained by them over a period of years, without any showing of 
the actual depreciation sustained by the particular vessels herein. This we 
decline to do, and the reason therefor must be obvious. Assume two ves- 
sels in all respects alike, launched at the same time and costing the same 
amount. Due to accidents, use or abuse, neglect of repairs, and the nu- 
merous hazards incident to navigation, at the end of ten years one of the 
vessels may be ready for the scrap heap, while ordinary prudence in the 
use of the other and freedom from accidents may keep down depreciation 
tothe minimum. If, however, we apply the formula suggested, both vessels 
would be of equal value at the end of any particular period, and the same 
result would ensue from the application of a flat rate of theoretical deprecia- 
tion. Weare not prepared to countenance such results. The value of any 
vessel at a particular time is a question of fact which must be proved by 
competent evidence. The reconstruction cost less actual depreciation 
sustained is important evidence of value and has in it important elements 
to prove either the market value or actual value; but depreciation is ordi- 
narily something to be concretely determined by inspection, and in deter- 
mining the rate of depreciation to be applied to property of the character 
herein for the purpose of ascertaining value as of a particular date in the 
past it is highly important that the history of the vessel, the character of 
repairs, the actual use to which the vessel has been put, and all relevant 
facts tending to show the depreciation sustained be placed before us, and 
upon these heey assisted by the testimony of such expert witnesses as 
may be produced, a fair judgment can be exercised as to the amount of 
depreciation sustained which will more nearly approximate the actual de- 
preciation sustained than the application of a formula or flat rate of theo- 
retical depreciation which only serves to produce grotesque results. 


It is also of interest that a number of public utilities, in reporting their taxa- 
ble income for some years past, have been deducting from income their actual 
withdrawals, instead of any estimated theoretical figure and this method has 
been acceptable to the tax authorities. 

The writer of this review has purposely omitted any quotations from recent 
rate proceedings in respect to the application of theoretical depreciation as the 
denunciations are too eloquent to permit of paraphrasing or summarizing and 
lack of space prohibits a full recital of outstanding decisions. 

In any event, a perusal of recent decisions would merely intensify the impres- 
sion, rapidly gaining ground, that, as applied to public utilities, the one thing 
that has truly depreciated is the age-life straight-line theory. It is rapidly 
approaching the lower end of the hypothenuse, the zero point in value and may 
even suffer a foreshortened life due to obsolescence. 

The life of the theory may be prolonged by a replacement of thought on the 
part of its adherents but they are determined, apparently, to cling to and fight 
for their convictions to the bitter end, to go down with flags flying and to be- 
come apt candidates for the time-honored motto ‘‘ Mutare vel timere sperno” 
(I scorn to change or fear). 

Epwarp H. MogrRAN. 


ACCOUNTING FOR UNIVERSITIES, by Earte L. Wasusurn. The 
Ronald Press Co., New York. Cloth, 126 pp. 


The author of Accounting for Universities is an experienced university ac- 
countant and has had the difficult task of condensing and presenting, in a few 
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pages, information on a subject which is extremely complicated and about 
which little has been written. On the whole, Mr. Washburn has done well. 
The greater portion of the volume is, of course, devoted to describing the books 
to be used, submitting forms for these books, explaining and submitting entries 
for recording various facts, for closing the books, etc., and explaining the 
method of preparing the budget and the annual statements. 

Probably because of lack of space, some of the problems which are peculiar to 
universities, and upon which opinions differ, are passed over in a very few words. 
For example, the question of depreciation is disposed of in one paragraph, the 
gist of which is that universities should not maintain depreciation-reserve ac- 
counts. This question of depreciation is one which has been discussed at many 
conferences of university business officers and is one concerning which there are 
many different opinions. Some of the most thoughtful university officers, 
however, are gradually coming to the conclusion that annual depreciation 
should be taken on all the depreciable property of educational institutions, and 
that such depreciation should be funded by placing an equivalent amount in a 
separate bank account or by investing it in securities. 


The statement is made that a privately endowed institution does not even 
aim to equalize its income and expense, but depends upon gifts to offset any 
deficiency. Here, again, there seems to be a definite trend of opinion toward at 
least ‘coming out even” each year; in fact, some institutions feel that expenses 
should be kept well within income so that a surplus may be accumulated which 
can be used to aid the grov. th of the institution. 


It seems to be the general opinion that the accounts of an educational institu- 
tion should be maintained on a cash-receipts-and-disbursements basis. Granted 
that this basis should be used, the question arises as to how the purchase of 
fixed assets out of current income should be recorded. If such purchases are 
charged to a fixed-asset account, as they are under Mr. Washburn’s plan, the 
surplus account will include both the investment in plant and the surplus from 
operations. Since the availability of current funds is the important considera- 
tion, would it not be better to separate fixed-asset accounts from operating ac- 
counts? This brings us to the method, advocated by Trevor Arnett, of having 
the accounts divided into three sections: endowment, plant and operating. 
Each section would be made self-balancing, the balancing factors being fund 
accounts which measure the net worth of each section. Under this plan, a 
disbursement from current (operating) income for fixed assets purchased would 
be charged to operating expense, and at the end of the year, in order to maintain 
a complete record of total physical plant, an entry would be made charging 
equipment account and crediting fixed-asset fund account. In this way, 
operating-fund account (surplus) would be reduced by the cost of such equip- 
ment, and properly so, for the money is no longer available for any other pur- 
pose. 

A balance-sheet prepared under Mr. Washburn’s system may be very mis- 
leading. For example, in the balance-sheet of a certain university as at June 
30, 1924, there appears opposite surplus an amount of $4,600,000. Upon 
analysis of this item, however, it appears that it is made up of approximately 
$4,900,000 representing the investment in fixed assets, less an operating deficit 
of almost $300,000. A further examination shows that a portion of this operat- 
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ing deficit represents a bank overdraft of almost $200,000. The point here is 
that while it is a splendid thing to have $4,900,000 worth of fixed assets, the 
important thing to bear in mind is that this amount is not available for current 
purposes. By crediting the amount of these fixed assets to surplus account 
the fact that at June 30, 1924, the university was perhaps in a rather difficult 
situation with respect to current usable funds is unconsciously concealed. 

W. B. FRANKE. 


ACCOUNTING THEORY AND PRACTICE, by Roy B. Kester. The Ron- 
ald Press Co., New York. Second edition revised. Cloth, 855 pp. 


We have now the second volume of Professor Kester’s well known three- 
volume college text on accounting theory and practice, revised and enlarged. 
The principal changes from the earlier edition are the rearrangement of mate- 
rial in more logical sequence, the elimination of more or less irrelevant details, 
the addition of more adequate treatment of no-par-value stock, consolidated 
statements, interpretation of balance-sheets, and more practice problems—all 
decidedly important and up-to-date. Of the thirty-seven chapters the first 
thirty-three deal with the balance-sheet—its form, content and related account- 
ing problems, making a complete study of accounting for going concerns. The 
thirty-fourth chapter gives the student much valuable instruction in the impor- 
tant art of interpreting the balance-sheet, a matter that has had rather scant 
attention in accounting texts. The last three chapters cover liquidation in all 
its forms and the accounting for estates and trusts, somewhat briefly, but 
enough to enable the student to grasp the principles involved. 

Two appendices, comprising 140 pages, contain practice problems for the 
student, appendix A consisting of a continuing series of transactions based on 
the chapters of the text in consecutive order, and covering the two semesters 
of the second college year; and appendix B containing probiems, disconnected 
but definitely related to like-numbered chapters of the text, thus affording ad- 
ditional practice work, or work for alternate years, as the instructor may desire. 
The problems are fair tests and typical of what may be asked in C. P. A. 
examinations. 

The author speaks rather slightingly of the liquidation statement—it has “no 
basis in practice, is purely theoretical, and any discussion of it is largely aca- 
demical. It is presented here only because it is so frequently met in the formal 
examinations for the C. P. A. certificate”—a gentle ‘‘slam” at the examiners 
which I believe is not quite warranted. The fact that problems are frequently 
set in this subject seems to indicate that practising accountants find it useful, 
and because courts and lawyers use rule-of-thumb methods is no good reason 
why accountants should not seek to put the subject on a sound logical basis. 
However, waiving the practical side of it, the inclusion of liquidating principles 
and forms rounds out the theory of accounting which would otherwise be 
incomplete. 

The matter of valuation of merchandise stock-in-trade is treated in abroad, 
comprehensive and logical way, though it may come with something of a shock 
to the orthodox to hear that there can be any basis of valuation other than 
“cost or market, whichever is lower”. Professor Kester makes it quite clear 
that inventory valuation depends largely on its purpose. There is the actual 
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cost basis for ascertaining true profit; there is the market or replacement value 
for credit purposes; and, it may well be added, there is a forced-sale basis for 
liquidating purposes. The author seems to favor for credit purposes the basis 
of selling-price-less-expenses, his theory as I understand it being that the 
total value of the inventory realizable by the reporting concern is thus made 
clear to the creditor. His procedure would be to carry the inventory at cost 
and show the estimated increase or decrease in memorandum accounts by the 
entry: 
Merchandise valuation 

To estimated profit and loss from sales valuation of merchandise inventory. 


The accounts would appear on the balance-sheet and in the non-operating 
income section of the profit-and-loss statement. For the balance-sheet I do 
not see much to be gained by this procedure; in my own practice where such 
information is desired I prefer to state the inventory at cost with a parenthetical 
note showing the market value in the same way that investments are shown. 
Nor can I quite agree with the author’s logic as to the place of these accounts in 
the profit-and-loss statement. No income, operating or non-operating, has 
been realized from this source for the period. If shown at all it should appear 
only as an item of increase or decrease of surplus. 

There is a rather careless statement on page 129 as to the correct figure to be 
shown for cash on the balance-sheet. An auditor may be justified in showing 
“‘an adjusted amount” as the correct cash balance in his report, but I can hardly 
believe that Professor Kester would seriously approve a student’s balance-sheet 
which showed cash differing from the cashbook! From the test following 
it is indicated that he is referring to the cashbook balance before proper cor- 
rections and adjustments, but the average student would need an ex- 
planation. 

On page 537 the author says, in the case of stock dividends received: 

If stock dividends are‘declared their amount is debited to the investment 
account and credited to dividends earned. 

I doubt if this will be accepted as the correct procedure. As far as the hold- 
ing company is concerned this is not an earned dividend but merely a formal 
recognition of appreciation in the value of its ownership. As such it should be 
credited to surplus, or to some suspense account if it is to be sold immediately. 
The ultra-conservatives who would make no book entry at all beyond showing 
the number of additional shares acquired are logically justifiable, though I 
agree with Professor Kester that it would be better to record the stock dividend 
at its value, But in any event it is not an earned dividend and should not be so 
recorded. ; 

An old controversy turns up in the discussion of the question of whether or not 
a depreciation reserve is necessary where a trust agreement requires a sinking- 
fund reserve to be provided by charges against current profits. After stating 
briefly and lucidly the arguments pro and con, the author seems rather non- 
committal about it, perhaps because like the majority of us he considers it an 
academic question. If the sinking-fund provision is carried out, the omission 
of depreciation does no particular harm, because in the end the sinking-fund 
reserve may be charged off against the asset affected, and no principles of ac- 
counting are necessarily violated. On the other hand, failure to record depre- 
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ciation results in an inflated showing of net profits; or if the sinking-fund reserve 
is charged against profits, the showing of profit and loss is thereby corrected, but 
there has been no real rcservation of profits, the sinking-fund reserve being in 
reality a valuation account for the asset, atid so the letter of the trust agreement 
is violated. And there you are! However, in the light of income-tax laws the 
problem is not academic by any means. Depreciation is an allowable deduc- 
tion, while reserving from profits for the sinking fund is not. The average cor- 
poration will not pay unnecessary taxes on ignored depreciation because of a 
technical grievance of the stockholders. In actual practice the accountant will 
scrutinize closely the terms of the trust agreement and if possible ignore the 
sinking-fund-reserve provision. That is, if such agreement can be construed to 
mean (as it usually is intended to mean) merely that a stated sum is to be set 
aside for the purpose of eventually paying off the bonds, such action will be 
considered substantial compliance with the trust agreement, and no reserve will 
be set up. Where the trust agreement does insist explicitly upon a sinking- 
fund reserve, the stockholder must grin and bear it unless he is willing that his 
company shall pay unnecessary taxes. 

So much for the book as a college text. But for the practitioner it is more 
than that. It is a real study of accounting theory and practice in the light of 
the latest thought, written by one who evidently delights in his work and knows 
how to express himself. For logical arrangement, clearness of exposition and 
freedom from unnecessary irrelevance I have read nothing better. Being fairly 
well “fed up” with accounting literature in this line I feel entitled to speak with 
some conviction. As an alumnus of some forty years’ standing it gives me a 
pleasant feeling that such a good piece of work has come from my university, 
Columbia. W. H. Lawton. 


PRACTICAL ACCOUNTING FOR GENERAL CONTRACTORS, second 
edition, by H. D. Grant. McGraw-Hill Book Co., New York. Cloth, 
329 pages. 


Practical Accounting for General Contractors has been written to provide a 
handbook for one who keeps the accounts of a general contractor. ‘‘The author 
some years ago was engaged to take charge of the accounting department of a 
large contracting concern. . . . A system of accounts and accounting control 
was evolved which fulfilled the essential requirements by giving the con- 
tractor the information he required for the management of his business. . . . 
This book contains a description of the system, to which is added a discussion 
of the methods and accounting practice in those contracting businesses where 
adequate records are kept.’’ (Author’s preface, page vii.) 

The contents are divided into four parts: I, Financial accounting; II, Field 
accounting control; III, Miscellaneous matters; IV, Accounting procedure for 
small contracting business. Part I includes approximately one-half of the 
text material. 

Under financial accounting the author first describes the various types of 
contract agreements: lump-sum, upset limit, fixed fee, unit price, jobbing and 
cost-plus. He then explains the financial accounts and records, including the 
procedure for financial cost accounting, materials control, income and expense 
records and the periodic statements. 
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Field accounting control covers such topics as unit costs, organization and 
personnel, classification and symbolization, field accounting records and month- 
ly reports to the owner. Under miscellaneous matters the author discusses 
payroll problems, equipment control, estimates and bids, municipal contracts, 
and the legal aspects of contracts. The final section indicates the details of 
procedure for a small contracting business and suggests a model set of accounts. 

The book has not been prepared for classroom use. It is very definitely ad- 
dressed to readers familiar with the field of general contracting. Consequently 
the author makes slight attempt to define technical terms as they are introduced 
into the material. The diction is informal, but for the most part clear. Num- 
erous forms are suggested, and their use is completely explained. At various 
points, the author strays from the path of practical suggestions into the fields 
of accounting theory and economics. In some instances he finds himself on 
unfamiliar ground. For example, he states that in lump-sum contracts the 
entries for the original or extra orders on the contractor’s books should be: 

Debit: Owner 

Credit: Unearned contract sales 
He then suggests that when cancellations or modifications of orders are made, 
the credits should be entered in red on the debit side of the owner account, so 
that the credit side ‘‘will show only the actual cash collected.” Similarly the 
debits should be entered in red on the credit side of the unearned-contract-sales 
account so that the total would be reduced to the “ proper status of net sales.”’ 
Would it not be better for purposes of practical control to record separately 
the effects of cancellations and modifications? The above situation might be 
met by a journal entry similar to the following: 

Debit: Cancelled contract sales 
Credit: Owner’s cancellations 

These account balances could be offset against the totals in the owner and un- 
earned-contract-sales accounts at the close of an operating period or at the com- 
pletion of a contract. 

Where the author is discussing the proper basis of materials valuation on cost- 
plus contracts, the question arises: ‘“‘ What is the proper price at which to charge 
the owner where material for the contract is supplied from the contractor’s 
own stock”—cost or market? ‘“‘If the latter price is higher, the contractor, 
in the opinion of the author, should charge the owner on that basis.” The 
support of this contention is not the simple fact that the owner would in any 
event be forced to pay the market price, but that the market price “would 
compensate the contractor for interest on his investment in the inventory for 
the period between purchase and sale.’’ The author also suggests that “should 
the (original) cost to the contractor have been higher than the (present) 
market price, the former price should be taken. . . . The contractor is entitled 
to some protection from loss and he therefore sells the material to the owner 
at cost.” One can scarcely imagine an owner in a cost-plus contract permitting 
a contractor to supply goods at a price which prevailed at a period preceding 
negotiations, if it were possible to obtain them now at a lower figure in the 
open market. 

C. Rurus RoREM. 
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